SCHOO! 


OF BUSINESS 


AND PUBLIC 
ADMINISTRATION 














TABLE OF CONTENTS 


Problems of Communications in Industry......Page 3 
JAMES H. MULLEN 


A Review of the President's Opening 
Financial And Policy Statements to the 
aT Ree Page |5 


STANLEY F. CHAMBERLIN 


Records Required of the Small Business Man 
For Tax Purposes 
WILLIAM T. RULE 


Philadelphia Business Index............... Inside back cover 
ROBERT T. KLINE 








MARCH, 1954 


ECONOMICS AND BUSINESS BULLETIN 
OF THE 
SCHOOL OF BUSINESS AND PUBLIC ADMINISTRATION 





Published by the 
BUREAU OF ECONOMIC AND BUSINESS RESEARCH 
JOHN F. ADAMS, Director 


Committee for Economic and Business Research 


HARRY A. COCHRAN, Dean MYRON S. HEIDINGSFIELD 
JOHN F. ADAMS IRWIN S. HOFFER 
STERLING K. ATKINSON RUSSELL H. MACK 


W. ROY BUCKWALTER WILLIAM A. SCHRAG 











Tue Bureau of Economic and Business Research of the 
Temple University School of Business and Public Admin- 
istration was organized to provide a vehicle for stimulat- 
ing and coordinating analytical studies. Its primary 
objectives include (1) service to the alumni as well as to 
the faculty and students of the University by bringing 
to their attention pertinent developments in the world of 
business, and (2) service to business and government by 
making contributions to the solution of specific problems. 
To this end, the Bureau both carries on specialized research 
and publishes quarterly the Economics and Business 
Bulletin, containing some of the significant results of its 
current studies. 


The reader’s appraisal of the Bulletin and comments 
upon it are solicited. Tine Bureau also will appreciate 
receiving suggestions and requests for particular studies. 


The opinions and views expressed in the articles con- 
tained in this Bulletin are those of the writers and cannot 
be construed as the official opinions or policies of the 
School of Business, 














Problems of Communications in Industry 
by JAMES H. MULLEN* 


This article is a critical review of the 
problems of industrial communication as 
it relates to other aspects of industrial 
relations. It includes a survey of recent 
experiments in communications practice 
as well as an appraisal of the role of 
management personnel and unions, and 
also reviews some of the communication 
techniques and devices in current use. 
It concludes that management must take 
positive steps to accomplish better com- 
munications with and from its employees 
if the inherent limitations of large scale 
industrial organization are to be over- 
come. 





THOSE reading in the fields of Business 
Administration and Industrial Relations 
have noted in the last five years a 
rapidly growing volume of literature 
dealing with various aspects of the prob- 
lems of communications in modern indus- 
try. This growing mass of publications 
which has by this time all but reached 
flood-like proportions is perhaps the re- 
sult in part of “fad—ism”, but certainly 
is also due in great part to a growing 
realization on the part of business execu- 
tives that communication is one of the 
most difficult aspects of modern indus- 
trial management. 


Webster’s dictionary defines communi- 
cation variously as the act of imparting 
or conveying; intercourse by words, let- 
ters, messages; the interchange of 
thoughts and opinions. These definitions, 
however, may possibly fail to convey the 
full range of implications of the concept 
of communications in the modern social 
and economic environment. In the fullest 
sense of the word, communication is cer- 
tainly more than a mechanical or tech- 
nical act of transmitting thoughts and 
words; this perhaps explains the failure 
of some organizations to deal effectively 
with communication problems since they 


*James H. Mullen is a member of the 
School of Business and Public Administration 
faculty, He is actively engaged as a consult- 
ant in the field of Industrial Relations. 


approach them purely from the stand- 
point of increasing the number of 
mechanical techniques for transmitting 
information. 


In our daily lives we take communica- 
tion for granted, for the most part, and 
so we are not moved to a critical analysis 
of this process which is the very life 
blood of civilization. It is the ability to 
communicate, after all, more than any 
other single human faculty which is 
responsible for social existence. Man is 
able to live in a cooperative, orderly, 
social state—in a so-called civilized 
state—only because he possesses the 
power to communicate his feelings, 
thoughts, opinions, and knowledge to his 
fellow man. If the human capacity for 
communication is eliminated, the very 
basis for association is removed. To 
the extent that the growing complexity 
of our social and economic forms of 
organization inhibits or impairs this 
process, therefore, it makes purposeful 
and constructive association of humans 
more difficult. It is just such a predica- 
ment which faces the modern business 
organization as it grows in size and com- 
plexity. The advantages of specialization 
of labor and diversification of function 
are not gained without the sacrifice of 
lengthening and complicating the lines 
of communication. While very few per- 
sons would seriously advocate retro- 
gression in the size and scale of business 
operation as a means of solving the com- 
munication problem, it is nevertheless 
apparent that large business organiza- 
tions must be resourceful in finding 
means and methods of overcoming, or at 
least minimizing, this disadvantage which 
is inherent in the size and scale of their 
operations. 

If the complexity of the problems of 
communication in the industrial environ- 
ment has been correctly appraised, it be- 
comes a difficult task to analyze these 
problems fully and constructively in a 
paper such as this. A complete analysis 
would lead inevitably to the farthest 











4 PROBLEMS OF COMMUNICATIONS IN INDUSTRY 





reaches of the other social disciplines. 
Certain assumptions must be made, 
therefore, to delimit the area of our in- 
quiry. It must be assumed, for example, 
that management sincerely desires to 
establish and maintain effective two-way 
intercourse with its employees. This 
assumption presupposes that manage- 
ment is interested in the well being of 
its employees, that it respects the opin- 
ions and problems of its employees, and 
that it desires to understand its employ- 
ees better and to make itself under- 
standable to its employees. Two other 
conditions are implicit in these assump- 
tions: (1) that management can never 
succeed in establishing effective com- 
munication unless its basic attitudes 
towards its employees are sound, unless 
it is willing to assume the responsibility 
for fair, honest, frank and consistent 
administration, and (2) that management 
must initiate the action in the develop- 
ment of such a program. 


If we accept these assumptions, the 
problem of developing effective communi- 
cation within the industrial society then 
becomes one of creating an environment 
which encourages communication and the 
technical factors which make possible the 
implementation of such a program. 


IMPLICATIONS OF 
THE PROBLEM 


It seems to this reporter that one of 
the basic implications of effective com- 
munication is that it must be a two-way 
process. It is not sufficient that manage- 
ment merely establish a method or 
technique for getting its ideas over to its 
employees or, aS some writers have put 
it, “selling itself to its employees”; it is 
fundamentally that management musi 
encourage and facilitate the flow of in- 
formation and opinion up the line from 
its employees as well. 

The enunciation of such a doctrine may 
seem, to the reader, to be a statement of 
the obvious, and yet it is surprising how 
consistently “the obvious” has been over- 
looked in current management thinking 
and literature on the subject of communi- 
eation. Current literature and articles 


which purport to establish, “Basic Prin- 
ciples for Effective Communication” or 
“Fundamentals of a Satisfactory Pro- 
gram of Communication within Industry” 
have failed completely to consider the 
necessity for a two-way movement of 
information. In their zeal to establish 
techniques for effective projection of 
management information and opinion, 
various authors have committed a sin of 
omission in failing to consider the sec- 
ond and equally important aspect of in- 
dustrial communication. This approach 
stems from the erroneous assumption on 
the part of many managements that poor 
communication is the exclusive result of 
the employee’s failure to appreciate man- 
agement problems rather than the reality 
that there is a lack of insight on the 
part of both parties. While this does not 
necessarily render useless the informa- 
tion presented in this sort of analysis, it 
is indicative of the incomplete orienta- 
tion of much of management thinking 
on this subject. 


Another equally important implication 
of the problem of communication is that 
while management should and must 
initiate the program for improvement of 
communication, it cannot be assured that 
its system will be accepted without reser- 
vation by its employees. The mere fact 
of establishing the facilities and media 
for two-way communication does not 
insure that such a system will be opera- 
tionally successful even assuming that 
management is sincere in its desire to 
accomplish a more effective exchange of 
ideas. This fact places a premium on the 
use of follow-up techniques which are 
capable of measuring employee accept- 
ance and improvement in communication 
practice. 


Many companies have been rather con- 
sistently guilty of the presumption that 
initiation and acceptance are synony- 
mous. No matter how well engineered 
the communication framework and media 
may be, it cannot be expected to operate 
successfully on its own momentum. Com- 
munication, like many other phases of 
management-employee relations, is a 
dynamic problem. In order to maximize 
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the effectiveness of such a system, it 
should be kept up-to-date as situational 
changes require readaptation of tech- 
niques and technical facilities. For ex- 
ample, the entrance of a union into a 
hitherto non-union plant or a_ basic 
change in technology or company organi- 
zation, may require a complete revamp- 
ing of communication media and techni- 
cal facilities. Less spectacular, but 
equally important, are the situational 
changes which take place from day to 
day and which require constant adapta- 
tion. Unfortunately, companies fre- 
quently have a tendency to permit their 
methods to become completely and ob- 
viously outmoded before making a change 
instead of meeting the problem currently 
as the situation gradually changes. 


In this same vein, management is often 
guilty of assuming that the formal com- 
munication system which it has intro- 
duced will be completely sufficient in 
meeting its communication needs. Im- 
plicit in this assumption is the further 
error that it is capable of standardizing 
and controlling communication practice 
within the formal system. 


In his book, Bonds of Organization, 
E. Wight Bakke, dealing with this prob- 
lem states: 


“The variation in training and there- 
fore in the habits of the participants 
may be expected to contribute, along 
with the variations in their needs, 
capacities and objectives as individuals 
and members of the working team—to 
take the creation and control out of the 
hands of the recognized planners and 
administrators except at a few points 
where organizational effectiveness dic- 
tates a need for uniformity. Even in 
the latter case, they cannot guarantee 
that plans and_ “realizations will 
coincide.” ! 


Another recent contribution from the 
field of research illustrates the sometimes 
tenuous relationship which exists _be- 
tween the formal organization and facili- 
ties for communication and the realities 
of the communication process as it is 
actually carried on. A group of re- 





1E. Wight Bakke, Bonds of Organization, 
Harper and Brothers, N. Y., 1950, p. 84 


searchers at Ohio State University? 
recently became interested in the prob- 
lem of communication in industry and 
its relationship to the formal company 
organization. They decided to test their 
hypotheses that: (1) there were great 
differences between the company organ- 
ized communication channels and the 
actual methods of communication within 
the company and (2) that communication 
was carried on in many companies des- 
pite rather than because of the organiza- 
tion structure. These researchers con- 
ducted experiments among various 
industrial corporations in the vicinity of 
Columbus, Ohio. On the basis of inter- 
views, observation, statistical tabulations 
of telephone calls, conversations, etce., 
they were able to construct informal 
communication charts of the company or- 
ganization. The informal pattern de- 
veloped in the course of the experiment 
was then compared with the formal 
organization chart to determine where 
the formal organization facilitated and 
where it tended to disrupt the natural 
movement of communication. In many 
instances the results of such experiments 
enabled management to correct deficien- 
cies in their organizational setup and 
communication facilities. The manage- 
ments of the companies surveyed agreed 
that the experiment was of great value 
in locating trouble areas. 


AN APPROACH TO THE 
PROBLEMS OF INDUSTRIAL 
COMMUNICATION 


Management’s Attitude 


A recently published article in Fortune 
Magazine? emphasizes the fact that much 
of the difficulty with industrial communi- 
cation stems from a failure to understand 
the problems involved. Top management 
is conceived as a group completely apart 
from the personnel in the organizational 
hierarchy below it. The basic problem 


2Carol L. Shartle, ‘Leadership and Execu- 
tive Performance,” Personnel, Vol. 25, March 
1949, pp. 877 and 378; See also David B. 
Hertz, and Sandra L. Lesser, ‘People in 
Groups,” Scientific American, Vol. 184, Feb. 
1951, page 27. 

38“Is Anybody Listening,” 


Fortune, Septem- 
ber 1950, p. 77. 
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seems to stem from two major sources; 
(1) structural and (2) philosophical. 

The longer the lines of communication, 
the more difficult it is to transmit and 
receive accurate information. Modern 
industrial management is becoming 
acutely aware of this problem. The com- 
plexity of modern industrial technology 
and the tremendous growth in scale of 
operation has superimposed upon the or- 
ganizational structure the heavy burden 
of a multiple level hierarchical structure. 
It is pointed out that as messages pass 
up or down the chain of command, they 
are reinterpreted in the light of each 
individual’s personality, his way of doing 
things, and his scope of view. Although 
there may be no deliberate intent to 
sabotage, the end result will probably be 
much different from that formulated by 
the initiator. 

Another facet of the same problem is 
the question of specialization. Professor 
Pigors, in his excellent monograph, 
Effective Communication in Industry, 
points out that: 

“Perhaps the greatest challenge to 
communication has been introduced by 
the effects of specialization. Differences 
in function, special interest and job 
jargon can make people feel that they 
are living in different worlds. The re- 
sulting babel of voices in industry 
drowns community of feeling and 
makes understanding difficult.” 4 
Specialization has also robbed many of 

the employees of their feeling of par- 
ticipation and, as a consequence, has been 
instrumental in enervating any desire on 
the part of employees to take an active 
interest in the problems of the company 
which appear at their level. An effective 
communications system, if it is to correct 
this situation must therefore provide an 
outlet for this latent human instinct for 
participation. In essence, therefore, 
management is confronted with these dif- 
ferent problems of organizational com- 
plexity, growth in scope of operation and 
specialization. These conditions bring 





4Paul Pigors, Effective Communication in 
Industry, Toland Memorial Study No. 1, Na- 
tional Association of Manufacturers, N. Y 
1949, p. 13. 


attendant structural and philosophical 
problems which are inseparable from 
modern technological operation, and thus 
represent a barrier to the exchange of 
ideas within the organization, and place 
management and its employees at an 
initial disadvantage in the process of 
communication. 


Company Organization and its 
Effect on Communications 


The orthodox approach to industrial 
growth, specialization and technological 
complexity has been to increase the num- 
ber of layers of supervisory personnel 
between top management and the work 
force. The principle of “limitation of 
span of control” has tended to reinforce 
this trend so that in order to minimize 
the number of subordinates reporting to 
any one management level, it has been 
necessary to increase the number of 
supervisory levels and consequently 
lengthen the lines of communication. 
Orthodox organizational practice has also 
accepted without question the principle 
of line control in the transmission of com- 
munications. 


Both of these organizational axioms, 
however, are being subjected to con- 
siderable criticism at the present time by 
some advanced thinkers in the fields of 
management and industrial relations. 
A recent routine morale survey con- 
ducted by the Sears Roebuck Company 
among its retail stores revealed certain 
rather startling results.5 In its retail 
store operations, Sears uses two basic 
types of organization; one, the pyramid 
type, represents the conventional multi- 
layer organizational pattern while the 
other, the flat type, employs a wider 
executive span of control and fewer 
management layers. The results of the 
employee morale survey showed a very 
consistent and high correlation between 
employee satisfaction, (i.e. “feeling of 
belonging”), participation, and the type 
of organizational structure employed. 
Those operations using the flat type of 
organization showed a much higher em- 





5As quoted in Fortune, “Problem of the 
Front Office,’’ May 1951, pp. 148-149. 
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ployee morale index than did the pyra- 
midal type. It was also revealed that 
a much higher percentage of the pro- 
motable employees came from the flat 
type of organization. 

A series of experiments conducted by 
Dr. Alex Bavelas of the® Massachusetts 
Institute of Technology in the field of 
organization and its relationship to com- 
munication, revealed interesting results. 
Bavelas, using a group of graduate 
students, conducted experiments in prob- 
lem solving under two basic organiza- 
tional arrangements. The first type, 
with the students arranged in an inverted 
“Y” that approximated the pyramidal 
method used conventionally in industry, 
placed one individual in a key position at 
the apex of the “Y.” Since those at the 
ends of the branches of the “Y” could not 
communicate with one another except 
through the key man at the apex, this 
individual acted as the coordinator of 
the flow of information. The second basic 
type was the circular organization in 
which no one individual coordinated or 
dominated the communication circuit but 
in which it was possible for each to 
communicate with his neighbor on either 
side of him. The second type more nearly 
approximates the flat organization with 
the wider span of control. 

The results of this experiment indi- 
cated that the inverted “Y” type was the 
more efficient type in which problem solv- 
ing was consistently faster than in the 
circular organization. Interviews with 
all the participants in the experiments 
afterwards revealed, however, that all 
participants except those that acted as 
coordinators in the inverted “Y” arrange- 
ment preferred the circular method be- 
cause it provided greater feelings of sat- 
isfaction and participation. Further 
experiments with the same students in 
these two organizational arrangements 
were undertaken to measure the adapta- 
bility of these basic organizational types 
to changing problem situations. The 





6Max Bavelas, and Dermot Barrett, “An 
Experimental Approach to Organizational 
Communication,” Personnel, Vol. 27, March 
1951, pp. 366-371. 


groups were asked to substitute new 
problems while they were in the process 
of solving one originally submitted to 
them. The circular organization was re- 
vealed to be consistently faster and more 
adaptable in this experiment involving 
changes in the problem situation. 

E. Wight Bakke’s research with the 
Southern New England Bell Telephone 
Company? also revealed that more dis- 
satisfaction was expressed with the com- 
munication system by employees who 
were in the larger company units than 
those in the smaller ones, and that there 
was also a significant positive correla- 
tion between the amount of employee 
dissatisfaction and the distance from top 
management and from the central admin- 
istrative control. The implication seems 
to be that the position in the hierarchical 
structure, size of company and geo- 
graphical dispersion of organizational 
facilities all are significant factors in the 
ability to communicate. 

Following the line suggested by the 
Sears and M.I.T. findings, one would be 
lead to believe that communication, em- 
ployee morale and general participation 
might be strengthened, albeit at some 
cost in efficiency, if present orthodox or- 
ganizational structures were modified so 
as to reduce the number of layers by in- 
creasing the individual executive’s span 
of control. Assuming that these studies 
are on the right track and that at some 
later date the results are capable of veri- 
fication on a much larger scale, it would 
seem to pose a significant and vital ques- 
tion to American management as to the 
worth-whileness of sacrificing operational 
efficiency for improved morale and par- 
ticipation. Perhaps such changes may 
even result, in the long run, in increased 
efficiency because of increased ease of 
communication and greater employee 
participation; perhaps our past experi- 
ences have lead us to superficial insights 
on the relationship between organiza- 
tional structure and industrial efficiency. 

The development, in recent years, of 
more accurate and efficient methods of 





7E. Wight Bakke, op. eit., pp. 101-104. 
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sampling employee opinion has been in- 
strumental in bringing about an aware- 
ness on the part of top management of 
the inadequacies of their present line 
communication system, particularly in 
matters which deal with such abstract 
problems as getting across company 
policy and transmitting employee re- 
action to company policy. As a result 
of these new developments, management 
has begun to question the competence of 
the line organization as the exclusive 
agency in the execution of this vital 
communication function. The reaction 
has taken two basic approaches: (1) an 
attempt to improve the line personnel’s 
handling of the communication function 
through training (2) introduction of new 
media and methods of supplementing the 


communication function of the line 
organization. 
SUPERVISORY TRAINING 
IN COMMUNICATION 
Mr. Alexander Heron in his_ book, 


Sharing Information With Employees, 
points out that there can be no real sub- 
stitute for effective communication by the 
foreman and other line supervision. 

“No medium for carrying informa- 
tion can duplicate or displace the 
supervisor who lives with employees in 
their daily work. No program of using 
conventional media for conveying in- 
formation to employees can be wisely 
and intelligently shared with employees 
without his effective supplementary and 
explanatory work. No question raised 
by an employee can be safely diverted 
around him without weakening him in 
his essential function.’’§ 

Until recent years, however, no attempt 
has been made to help prepare the fore- 
man for his communication function. 
Consciously or unconsciously, the vast 
majority of course material in the con- 
stantly growing field of supervisor train- 
ing is now being centered around the 
communication function of the foreman 
as he performs his industrial relations 
job of administering company rules and 
policies. In the real sense of the word, 


8Alex R. Heron, Sharing Information With 
~— Stanford University Press, 1942, 
Bp 2 


the line supervisory group is the main 
link between top management and the 
employees. The ultimate success or fail- 
ure of industrial communication in great 
measure depends upon the abilities of 
this group. 

When the supervisory group is not 
carrying out its communication function 
properly, it is very often the fault of 
poor rapport between supervisors and 
top management as well as poor prac- 
tice on the part of individual supervisors. 

Management is beginning to realize 
that no matter how well engineered or 
well intentioned company policies are, in- 
dustrial relations may break down if the 
communication flow between it and the 
employees is short circuited. This has 
lead, on the part of many advanced com- 
pany managements, to a re-evaluation 
of the relationship which exists between 
the top management groups and the first 
and second line supervisors. Manage- 
ment is also beginning to realize that 
part of its organic wholeness is lost 
when it loses the confidence of its fore- 
man. 


Many foreman training programs have 
progressed beyond the platitudinous state 
of “making the foreman feel as if he is 
really a part of management” and have 
begun to come to grips with the prob- 
lems of the foreman in his dual relation- 
ship with higher management and the 
workers. Realistically, the foreman is 
not “part of management” in the same 
sense that many indifferent business 
executives would like conveniently to be- 
lieve. His direct contact with the rank- 
and-file in the production floor situation, 
his uncertain tenure, his relatively small 
wage differential, his necessary preoccu- 
pation with technical details of produc- 
tion and efficiency, his multitudinous 
personnel duties, create problems which 
are manifestly different from those faced 
in the higher echelons of management. 
Employers must concentrate on improv- 
ing the material and _ psychological 
security and well being of this group 
before it can succeed in bettering its 
communication and industrial relations 
situation. 
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Another important aspect of manage- 
ment’s program to improve its supervis- 
ory line of communication is the process 
of equipping its supervisors with the 
knowledge and know-how to communicate 
effectively. Dr. Pigor’s book? contains 
an excellent description of the technical 
aspects of communication by word of 
mouth; the techniques and fine art of 
order giving. In many cases the maxi- 
mum effectiveness of the order giver is 
frustrated by the method of approach 
and the manner in which the order is 
given. Dr. Pigors suggests that the 
order giving process is a two-way rather 
than a one-way process. The order 
should be given bearing in mind that it 
is a response to a situational need upon 
which both parties to the order trans- 
mission and reception are required to 
cooperate. The order receiver’s response 
should be action directed toward the 
situational need as well as vocal or ob- 
servable response to the order itself. If 
the method of order giving does not 
elicit both types of responses, it has not 
been successful. 

The foreman in his relationship to the 
workers as well as giving orders, is also 
continually employed in translating top 
management policy. It is therefore of 
the utmost importance that he be 
thoroughly familiar with company poli- 
cies which he is called upon to explain 
to the workers. A well integrated com- 
munication program should call for regu- 
larly scheduled meetings between higher 
management and the first line super- 
visory staff in which standing policies are 
discussed in realistic situational back- 
grounds and where new policies are 
explained to those who will have to ad- 
minister them. One company, Inter- 
national Harvester, has helped to solve 
this information problem by printing and 
distributing a weekly news letter directed 
to local plant supervisors and foremen.!° 
In this connection it is interesting to note 
that the findings of a yet unpublished 
survey conducted by the author among 
‘9Paul Pigors, op. cit., Chapter 3, pn. 26-33. 
10Ivan Willis, “Basic Principles of Com- 


munication,” Advanced Management, Sept. 
1950, pp. 8-10. 


1,600 industrial supervisors are highly 
critical of company procedures for com- 
municating changes in policy and practice 
down the line. Also that the company 
managements represented in this survey 
had failed—by and large—to keep super- 
visors appraised of their status and per- 
formance of their jobs. 


The role of the foreman in passing 
communication back up the line shouid 
not be overlooked, either. Many execu- 
tives seem to feel that while their super- 
visory groups are functioning fairly well 
in passing management initiated infor- 
mation down the line, they are aware 
that their foremen are consciously cen- 
soring and reinterpreting the cmployee’s 
reactions so that there is a consistent 
tendency for communication up the line 
to be enervated and colored, particularly 
when the comments are unfavorable. 


In this connection, a recent article in 
Fortune Magazine presented an interest- 
ing concept which bears on this prob- 
lem.11 It is pointed out that the typical 
supervisor or manager is “upward 
oriented”, i.e. that he is overemphasiz- 
ing his relationship with his superiors at 
the cost of underemphasizing his rela- 
tionship with those beneath him in the 
organizational structure and consequently 
fails to analyze the situation below him. 
Thus, movement of information up the 
organizational structure is continually 
inhibited, colored and modified by the indi- 
vidual manager’s estimate of its reflected 
effect on himself. In his preoccupation 
with the personality and individual char- 
acteristics of his superiors, he completely 
discounts the personality characteristics 
of his subordinates. Perhaps this is due 
to the natural human desire to show one- 
self only in the best possible light, and 
thus a reluctance to report accurately 
to one’s superior anything which one 
thinks would reflect unfavorably on one’s 
own ability. While this tendency is al- 
ways present, and it would be ridiculous 
to assume that it can ever be completely 
eliminated in human relationships, it is 
certainly worth while to note that an 


11‘Problems of the Front Office,” Fortune, 
May, 1951, page 81. 
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over-development of this situation is in- 
dicative of serious trouble within the 
business organization. 


It is in this connection that attitude 
surveys and other follow-up techniques 
may render an important service to man- 
agement if it is willing to listen to what 
it hears and sees. For example, when 
a top management group which has been 
deluding itself about a favorable attitude 
on the part of its employees, learns from 
the results of an attitude survey that 
there is a serious difference in employee 
morale as reported by its foreman and 
supervisors and as recorded by the atti- 
tude survey, it may be more than just 
an indication, as it would seem to be 
superficially, that the supervisory force 
was inefficient or doing a poor job of 
human relations. It may indicate, if top 
management is willing to be honestly 
introspective, that there is a serious feel- 
ing of insecurity or lack of confidence in 
top management on the part of its 
supervisory force and hence a complete 
short circuiting of the communication 
system, as revealed by the results of the 
survey. 

Thus, in summary, it would seem that 
any program which would attempt to im- 
prove the functioning of the line organi- 
zation in the role of communications must 
recognize the necessity for equipping the 
foreman to deal effectively in his role as 
a communicator by: (1) training him in 
the techniques of order giving, (2) thor- 
oughly familiarizing him with company 
policy and keeping him abreast of 
changes in them, (3) giving him the 
necessary feeling of security and confi- 
dence which comes from a realistic atti- 
tude on the part of top management of 
the position of the foreman in the 
business organization. 


SUPPLEMENTARY METHODS 
AND MEDIA FOR 
COMMUNICATION 


A growing recognition on the part of 
management of the important role played 
by effective communication in industrial 
relations and a recognition of the limita- 
tions of the line organization in dealing 


with this problem completely and effect- 
ively has lead many managements in 
recent years to supplement the line or- 
ganization with other devices and tech- 
niques for increasing communication 
efficiency. 

A large variety of different methods 
and devices have been tested and used 
by industry in recent years with an 
equally wide variety of results. 


Some companies which have adopted 
the Employee Meeting technique in one 
form or another have found this device 
particularly suited for their communica- 
tions problems. One interesting varia- 
tion of this method which has been used 
effectively by several companies is the 
“chain meeting” technique in which im- 
portant issues of general interest are 
discussed at meetings initiated at the top 
management level where discussion takes 
place between them and management at 
the next lower level. The same issues 
are presented again at a meeting which 
takes place subsequently between the 
second and third level management 
groups, again at a meeting between the 
third and fourth and so on down the line 
until it reaches the lowest echelon. 


Although the meeting type of device 
has the advantage of putting higher 
management in more direct contact with 
the employee and with the first line 
supervisory groups, it also has certain 
rather serious limitations in that it tends 
to bypass the direct line authority, it is 
time consuming, often becomes routine 
and formalized and sometimes tends to 
become a device for employee indoctrina- 
tion rather than for a two-way flow of 
information. These objections are not 
necessarily insurmountable, of course, 
when the device is handled skillfully and 
intelligently. 

Another device which has become in- 
creasingly popular in recent years is the 
Attitude Survey. “Is Management Listen- 
ing”, an article published in May, 1951 
as part of the Bureau of National Affairs’ 
Personnel Policies Forum Series12 re- 





12Bureau of National Affiairs, “Is Manage- 
ment Listening,” Personnel Policies Forum 
Series Survey No. 3, May 1951, 13 pp., page 1. 
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vealed that of the companies surveyed, 
over 70% believed that the attitude sur- 
vey was worth while although only 
approximately 85% of the companies 
questioned had actually attempted this 
type of survey. Large company respon- 
dents who were for the most part 
enthusiastic about the survey cautioned, 
however, that this device should be used 
as a supplement and not as a substitute 
for other methods of communication, and 
that management should be prepared to 
make changes where they are indicated 
by the survey if this device is to be used 
effectively. 

Many conceived of the attitude survey 
as an excellent means of verifying or 
checking on the ordinary line channels of 
communications and on management 
judgment about employee thinking and 
reactions. Several companies felt dis- 
appointed, however, with what they 
sensed to be a “whitewash” on the part 
of employee respondents even when com- 
plete anonymity was assured. Others 
believed that interpretation was often 
difficult in terms of relating employee 
attitudes to concrete situations and 
others found question selection and 
phrasing to be a most difficult problem. 
On balance, however, the evidence from 
this and other studies points to the fact 
that the attitude survey is probably the 
most promising technique for obtaining 
an unguarded measure of employee atti- 
tude and opinion developed to date.13 


Suggestion system, “gripe boxes”, 
question and answer columns in plant 
papers, and letters from employees are 
other devices for sampling employee 
thinking which have been used rather 
extensively but with varying results in 
industry. One of the greatest limitations 
of this type of device is that the results 
can never be relied upon as being a 
representative sample of employee 
thinking since the percentage relation- 
ship of respondents to the total number 
of employees is usually quite small and 





13For an excellent study of management 
experience with the attitude survey or opinion 
poll see National Industrial Conference Board 
Studies in Personnel Policy, No. 115, Exper- 
ience with Employee Attitude Surveys, 1951. 


the respondents tend to represent only 
the most vocal and vociferous element 
within the company. 

Personal contacts between the em- 
ployee and the personnel department are 
also an important source of information 
on employee thinking in many companies. 
Personnel counselling, interviews during 
transfers, layoffs, promotion, severance, 
dismissal etc. do develop as a by-product 
of their primary purposes, much infor- 
mation which can be | systematically 
analyzed and collated if so desired. 
Limitations on this type of device, how- 
ever, such as lack of skillful, trained 
interviewers, excessive expense (when 
attempted on an extensive scale) lack of 
representativeness (when limited to em- 
ployee-initiated interviews) tends to 
make this type of device unreliable as a 
primary method of upward communica- 
tion between employee and management. 

The “Open Door’ policy is still men- 
tioned as a primary method of employee- 
management communication, especially 
among the smaller companies. Much in 
the literature has already been said about 
the fallacy of relying too heavily on this 
method. Managements, even when sin- 
cerely desirous of maintaining such a 
relationship are now becoming aware of 
the powerful inhibition of status differ- 
ences between higher management and 
the rank-and-file. This device also 
usually implies “going over the head” of 
immediate supervisors in the chain of 
command which can become a dangerous 
practice if done too often. 

An article written by S. Avery Raube 
entitled “Tapping Employee Thinking!4 
revealed the following statistics on the 
frequency of use of various devices for 
“upward communication” among over 
3,000 companies of various sizes ques- 
tioned: 

Meetings (Chain Meetings and 

other management) — (rank- 


and-file meetings) ......... 65% 
The Line Organization ....... 57% 
‘ERG WPHGME, «: <s.wscoeerandicres cae 48% 
14S. Avery Raube, “Topping Employee 


Thinking,” Conference Board Management 
Record, Vol. 9, Dec. 1947, p. 382. 
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Suggestion System ........... 45% 
Grievance Procedures ........ 31% 
Open Door Policy « .. 3.060506 28% 
Personal Contacts with Per- 
MPRTOT MURIEL ore: ieie bere 'sic 6 isteiere 28% 
Attitmde Surveys. so ssis0si00' 28% 
Training Programs (for rank- 
oS Pare 21% 
Letters from Employees ...... 21% 
NIN soiree a Ssinaia Rojenain dee 1% 
Mimpioyec ClaDs. 6... oi eieie vs 0:0 3% 


The Bureau of National Affairs Sur- 
vey indicated that the large majority 
of companies felt that their most 
effective way of learning employee 
views was from their supervisors and 
other management personnel that had 
day-to-day, informal, personal contacts 
with the employees. Some companies 
actually stressed that personal contact 
was the most desirable method even 
though it was not always the most 
efficient or reliable under all situations. 
The survey also served to reaffirm the 
importance of the size of company in 
the problem of communication. 

Quite a few companies questioned by 
BNA were reluctant to specify which 
methods they considered most effective 
in management-employee communication. 
They seemed to feel that the effectiveness 
of the device depended upon the situa- 
tion. Different channels were effective 
for different problems. 

There were many comments in the 
BNA survey stressing the strength of 
belief of management in the necessity for 
inspiring confidence and acting on what 
management hears. 

“The first step in an upward com- 
munication program is to gain the 
confidence of the employees. This 
means a confidence that is sufficiently 
deep and sincere that we are able to 
get the bad—the dissatisfaction, griev- 
ances, etc. as well as the good. 
Grievances which become grudges can 
cause a great deal of difficulty. We 
want the grievance so that we can 
avoid the grudges. . . We are consist- 
ently trying to establish confidence in 
the minds of our employees, and when 


we do that, upward communication 

follows naturally.’”!5 

15Quoted from a response by I. J. Hansen, 
Personnel Mgr., Essick Mfrg. Corp., Los 
Angeles. 


THE ROLE OF THE UNION 
IN COMMUNICATION 


Wherever a company has been organ- 
ized and a union has been certified as 
the bargaining agent for a majority of 
the employees, the union is bound to be 
an important and influential factor in 
the process of communication. To ignore 
the union in such a situation is to over- 
look a very valuable source of informa- 
tion on rank-and-file attitudes and is 
certainly a sure way for management to 
court trouble with the union and hence 
with its industrial relations program. 

As was pointed out earlier, the pres- 
ence of a union in the industrial situation 
brings about a very profound change in 
the operation of a communication system 
within the industrial community. Most 
managements come to realize early in 
their experience with unions that the 
union officers with whom they must deal 
represent a very vocal source of em- 
ployee attitudes. Union participation at 
the bargaining table and later through 
the establishment of grievance proced- 
ures brings management face to face 
with the realities of its employee’s atti- 
tudes on many questions which had 
hitherto gone unnoticed. So that whtle 
management must often interpolate and 
interpret the actual from the mobilized 
and imaginary grievances which are 
often included in the kit of strategic 
tools of union officials, the grievance pro- 
cedure and the collective bargaining ses- 
sions as well as the informal, day-to- 
day contacts between management and 
the union officers, between supervisors 
and shop stewards, provide an invaluable 
source of upward communication if man- 
agement is willing to listen. 

The results of the Bureau of National 
Affairs survey indicate that approxi- 
mately 70% of the panel members gen- 
erally consider the union as an important 
source of employee attitudes. Some 
twenty percent of those reporting dis- 
count union officials on the grounds that 
their statements tend to be so distorted 
or closely tied to union objectives rather 
than true employee attitudes, that 
they do not believe that they can rely 
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on them as a useful source of informa- 
tion. The remaining panel members 
represented nonunion companies. In this 
connection, however, it is well for man- 
agement to recognize an _ inherent 
tendency on its part to believe, some- 
what wishfully, that union officials do not 
really reflect the true objectives and de- 
sires of their constituencies. 

Many of the members of the panel, 
however, do not qualify their endorse- 
ment of the union as a source of infor- 
mation. These responses seem to point 
to situations where union-management 
relations are relatively mature and 
where union officers feel secure enough 
to take a more objective view of 
employee-management relationships. It 
would seem from the results that man- 
agement thinking on this subject varies 
with the type of union leadership, 
management’s basic attitude towards the 
role of the union, and the maturity of 
the relationship, all of which are of 
course interdependent variables. In sum- 
mary, then, it would appear as if the 
value of the union as a vehicle of com- 
munication depends upon its relationship 
with management. Where it is good, the 
union will be a constructive channel for 
communication; where it is bad, the 
union uses its position primarily as a 
tactical weapon for propaganda and 
derision. 

Another aspect of the relationship be- 
tween the union and the communication 
process which has perhaps received less 
publicity and less explicit acceptance on 
the part of management is the union’s 
role in the downward flow of information 
from management to the rank-and-file- 
employee. The reason is probably be- 
cause many managements are hesitant to 
channel rules, policy pronouncements and 
other information through union offic- 
ials because they are afraid of distortion 
and because they also fear that this pro- 
cedure may endanger management 
prerogatives. There is an _ increasing 
recognition on the part of management, 
however, of the importance of union 
acquiescence and cooperation in various 
company projects affecting personnel. 


Many companies have found from experi- 
ence that rank-and-file acceptance and 
participation is more likely when the 
union has had a hand in the announce- 
ment and publicity of such projects. The 
union being a political body is quite un- 
derstandably concerned by what it might 
correctly or incorrectly interpret as an 
attempt on the part of management to 
monopolize the good will of the em- 
ployees. 

When there is a constructive relation- 
ship between the management and the 
union, and where both have the best in- 
terests of the employee-members in mind, 
joint union-management participation or 
at least union-management consultation 
prior to general dissemination of infor- 
mation cn projects and activities affecting 
the employment relationship will be 
invaluable in providing “a little lubrica- 
tion for the machinery of human relation- 
ships”. Many progressive managements 
have already taken steps in this direction 
and while they may necessarily proceed 
cautiously in limiting the scope of such 
collaboration, there are obviously certain 
areas in constructive union-management 
relationships where the inclusion of the 
union in the downward channel of com- 
munication will be effective in promoting 
better industrial relations. 


On the problem of union relationships 
to the communications system, Dr. 
Pigors states: 


“The need for free two-way com- 
munication between management and 
the workers exists whether or not 
there is a union. But in an organized 
plant, its absence brings up problems 
that are promptly made articulate by 
officials of the rival organization. For, 
the feelings of union leaders, even 
more than those of the individual work- 
ers, are outraged by any kind of notice 
after the fact of a decision. . . . His 
feelings will be somewhat appeased if 
management will ... give the union 
advance notice of a change... . but 
why not give the union a chance to 
fulfill its main purpose by asking the 
leaders to participate in planning the 
details of a proposed change? This 
also permits the union to make a con- 
structive contribution to management’s 
chief purpose: overall efficiency. ... 
Such communication to and from union 
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officials can usefully supplement to 

what management has already learned 

by listening to what its foremen have 
to say. But in all communication, suc- 
cess depends upon mutual confidence, 
the sincere desire to share relevent 
information and the will to under- 
stand.1l6 

THE TIMING OF 

COMMUNICATION 

Stories are legion concerning the mis- 
understandings growing up and ineffect- 
iveness of the instruments and channels 
of communications themselves, but there 
are also serious misunderstandings which 
arise because of the problem of poor 
timing of communication. Sudden un- 
explained changes in procedures or or- 
ganization which affect the rank-and-file 
are invariably received with mistrust and 
resentment even though management 
was quite innocent of any intent to de- 
ceive or “play it cozy” with its 
employees. Employers often forget that 
decisions which seem to be the logical 
results of “management’s prerogatives to 
initiate actions which preserve organiza- 
tional efficiency”, are nonetheless decis- 
ions which may materially affect the 
relationships of many employees to their 
jobs. Although these decisions may be 
necessary and unavoidable, management 
should realize that the timing and 
method of dissemination have a material 
bearing on employee reaction, morale 
and, in the long run, basic confidence in 
the management organization. 

Possibly the understandable human 
tendency to “delay the evil day” prompts 
many managements to the decision that 
it is unwise to make advance announce- 
ments because of the uncertainty of the 
details or because of the belief that em- 
ployee apprehension may result in loss of 
efficiency and/or active opposition before 
the change is fully worked out. While 
the desire on management’s part to 
“keep things under its hat” and thus 
avoid confusion may be a sincere desire 
to spare employees additional worry and 
uncertainty, it is fair to say that the 
reaction and resentment which ultimately 
obtains will be greater and more persist- 


16Paul Pigors, op. cit., pp. 71-72. 


ent than that which would have resulted 
had management given advance notice 
of proposed changes with an explanation 
and an opportunity for mutual exchange 
and discussion. Expediency, security or 
tactical necessity may be adequate de- 
fense for such procedures in a military 
establishment, but they cannot furnish 
adequate support for such methods in the 
industrial community. 


SUMMARY 

It has been the purpose of this paper 
to review, within its limited scope, some 
of the highlights in the area of com- 
munication within industry. Some atten- 
tion has been paid to analyzing the 
problem of communication in relation to 
other aspects of industrial relations and 
to attempt a discussion of some of the 
basic principles of good industrial com- 
munication. The writer has also 
attempted to survey some of the current 
thinking and practice in this field as well 
as primary experimentation in communi- 
cations which is now going on in indus- 
trial relations and in _ the allied 
disciplines. An attempt has been made 
to emphasize the fact that problems of 
communication are more than just prob- 
lems of selecting and administering 
special techniques or devices. In a 
larger sense, the subject of communica- 
tion is inextricably and _ inseparably 
bound up with all the other diverse 
aspects of human relations. The prime 
motivating force for good industrial com- 
munication must certainly be manage- 
ment’s sincere desire to listen effectively 
and to act consistently and judiciously in 
the light of the information it receives. 
To assume, however, that good communi- 
cation “will find its own way where there 
is a will” is to ignore the obvious 
realities of our complex, modern, indus- 
trial society. Management is seeking, 
and to an increasing extent finding, new 
techniques and facilities raising the level 
of effectiveness of industrial communi- 
cation. The development and _ wide 
adoption of tested communication prin- 
ciples and techniques should considerably 
broaden the future vistas for good 
industrial relationships. 


A Review of the President's Opening Financial and Policy 
Statements to the Congress, 1954 


by STANLEY F. 


This article is a summary of the signfi- 
cant proposals and changes in policy 
advanced by President Eisenhower in his 
Annual Budget Message, State of the 
Union Address and Economic Report, 
all presented to the Congress in January 
1954. It concludes that a number of 
fundamental changes in policy are now 
in process and demonstrates the reality 
of the modifications by citing the finan- 
cial plans proposed for implementation 
of the programs. 





THE State of the Union Message to 
Congress, delivered by President Eisen- 
hower on January 8, 1954, was no extem- 
poraneous attempt. It was the result of 
over four months of study. The President 
and his staff have been engaged almost 
constantly since September in determin- 
ing the nature and scope of this address 
and specifically in selecting the most sig- 
nificant items for presentation. It is 
conventionally the broad policy statement 
of the executive and, as such, represents 
the backdrop before which all programs 
may be examined in perspective. 


The President some months ago sent 
out a call to the heads of twenty major 
departments and agencies of the Federal 
Government asking that they present to 
him the problems they faced. His direc- 
tive also called for proposals which might 
be considered as solutions to their prob- 
lems. From the wealth of data that 
poured in, the message was contrived. 
From this data came the drafts and re- 
drafts out of which the message was 
drawn. Contrary to what some critics 
may decide, it contained an enumeration 
of benefits and accomplishments of the 
present administration and outlined the 
plans designed to meet and cope with the 


*Stanley F. Chamberlin is an _ Associate 
Professor of Finance in the Temple University 
School of Business and Public Administra- 
tion. 
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problems which are to be faced in the 
future. In it there was something for 
everybody, including programs which call 
for sharing national atomic secrets for 
peacetime purposes and helping to pay 
family doctor bills. The entire field of 
federal problems and responsibilities was 
carefully reviewed and sober evaluations, 
judgments, and solutions were presented. 


In his opening remarks 
Eisenhower said, 


“The past year has brought ... much 
for which we may be thankful. First 
of all, we are deeply grateful that our 
sons no longer die in the distant moun- 
tains of Korea. . . The nation has just 
completed the most prosperous year in 
its history. The damaging effect of 
inflation . . . has been brought under 
control. The cost of our government 
has been reduced, and its work pro- 
ceeds with 183,000 fewer employees. 
Thus the discouraging trend of modern 
governments toward their own limit- 
less expansion has been, in our case, 
reversed. The cost of armament be- 
comes less oppressive as we near our 
defense goals, yet we are militarily 
stronger every day.” 


In a few words aimed at our foreign 
policy he said, 


“Communist aggression, halted in 
Korea, continues to meet in Indo-China 
the vigorous resistance of France and 
the associated Malay states, assisted 
by the timely aid from our country. 
In West Germany, in Iran, and other 
areas of the world heartening political 
victories have been won by the forces 
of stability and freedom. Slowly but 
surely, the free world gathers strength. 
Meanwhile, from behind the Iron Cur- 
tain, there are signs that tyranny is 
in trouble and reminders that its struc- 
ture is as brittle as its surface is hard. 
There has been, in fact, a great stra- 
tegic change in the world during the 
past year. That precious intangible, 
the initiative, is becoming ours.”! 


In emphasizing the position of the 
United States in its plans and programs 


President 


1U. S. President, “State of the Union Mess- 
age,” Congressional Record, Eighty-third Con- 


gress, Second Session, January 8, 1954, p. 62. 
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for combating Communism in a free 
world he pointed out that, “More closely 
than ever before American freedom is 
interlocked with the freedom of other 
peoples.” He emphasized the fact that 
we are prepared to meet armed aggres- 
sion anywhere in Korea and that he 
would soon present to the Congress the 
mutual security pact with the Republic 
of Korea; that the United States would 
continue to maintain bases in Okinawa; 
and that it would continue to extend aid 
to non-Communist forces in Indo-China. 
He also pointed out that the policy which 
the United States is following in Western 
Europe is guided and controlled by the 
North Atlantic Treaty. 


4 
7 
One editorial writer in commenting on 
the President’s message said, 


“We recall from our college days a 
clever young man with a system for 
covering up his own frequent lack of 
preparation. That technique was to 
start an argument on some point ex- 
traneous to the matter at hand and 
thus occupy the quiz period. Quite 
often the system worked. 


“For a number of years the annual 
State of the Union message delivered 
by the President to Congress has 
seemed to employ that technique. If 
governmental matters were at embar- 
rassingly loose ends, then the message 
was likely to contain some new project, 
the more grandoise the better for the 
purpose. Or it might contain one or 
more tart passages to arouse contro- 
versy and distract attention from other 
matters. 


“It seems to us that the merit of 
President Eisenhower’s message yes- 
terday is that it does nothing of this 
sort. 


“Here is a man who has done long 
hours of preparation in the library. 
Quite patiently Mr. Eisenhower deems 
that he was elected to find out what 
the government is all about, to study 
its problems, to select those proklems 
which need attention, to propose ways 
of dealing with them and to lay the 
whole before the people and Congress. 


“Tt will no doubt be said that Mr. 
Eisenhower’s program lacks startling 
innovations—Washington, and the rest 
of the country for that matter, being 
full of people who still believe in 
panaceas and magic solutions. 


“That judgment, we insist, is myopic. 
The presence of a President and an 
administration with the diligence to de- 
vote itself to an intensive study of the 
government and with the willingness 
and ability to organize itself to deal 
with government problems fundamen- 
tally—that is in itself an innovation.’2 


Federal Spending Aims 


In his message the President forecast 
federal spending for the fiscal year be- 
ginning July 1, 1954, at less than $67 
billion, a reduction of some $5 billion 
over actual estimated expenditures in the 
current fiscal year. President Truman’s 
budget for the current fiscal year was 
$12 billion higher. It must be admitted 
by all who have the general interest of 
the taxpayer at heart, regardless of party 
politics, that any steps in the direction 
of balanced budgets, be they city, state, 
or federal, are to be praised. During the 
past twenty years the State has seemed 
to expand its powers and impact upon the 
economy as a whole both because of war 
and because, under the guise of general 
welfare, which term has become synon- 
omous with welfare state, increasing tax- 
ation has been necessary to support the 
greater and growing dependence upon 
the “handout” state. 


Tax Policy 


In the State of the Union Message 
reference was made to taxes which were 
to expire April 1, 1954 on liquor, tobacco, 
gasoline, automobiles, and such items, as 
well as to the reduction contemplated on 
corporate taxes from 52 per cent to 47 
per cent. These taxes, the President 
advised, should be retained for another 
year. However, he proposed a complete 
overhauling of the entire tax system, 
promising action in this direction during 
the present session. In the view of this 
writer, some tax abatement is certainly 
due the small taxpayer, at least. The 
entire history of mankind is filled with 
examples of tax avoidance and evasion; 
and it is a smart government that not 


2°The President’s Message,” Wall Street 
Journal, Editorial, January 8, 1954, p. 8. 
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only makes promises, but also makes 
some positive efforts to carry out its 
promises. There are those, however, who 
are fearful of a decline in power of the 
federal government, who would like to 
play on the old theme of recession to 
implement and extend its authority. 


Specific Program Proposals 


In his message, the President indicated 
that additional messages covering other 
and more specific programs would be pre- 
sented. On January 11 the farm program 
and the Taft-Hartley Act were presented. 
On January 14 a message covering Social 
Security, while on January 18 that for 
the health program, and on January 21, 
the regular budget message to Congress 
were presented; on January 25 a message 
on housing was offered; and on January 
28 the regular economic report was pre- 
sented. These special reports will be 
discussed subsequently in the light of 
the State of the Union Message. 


The President emphasized again the 
necessity for raising the statutory na- 
tional debt limit from the present $275 
billion. A bill to raise the debt limit to 
$290 billion passed the House in 1953 and 
was then passed to the Senate Finance 
Committee. It promises to meet with 
much opposition from such powerful 
senators as Virginia’s Harry Byrd, Min- 
nesota’s Hubert Humphrey, and George 
Malone of Nevada. 


The message was not oblivious to the 
necessity of considering the current 
transition from a wartime to a peacetime 
economy, with its danger of an economic 
recession in the process. Plans that were 
presented to prevent such a condition in- 
cluded more flexible credit and debt man- 
agement policies; tax measures to stimu- 
late consumer and business spending; 
suitable lending, guaranteeing, insuring 
and grant-in-aid activities; agricultural 
programs; public works plans laid well in 
advance; and enlarged opportunities for 
international trade and investments. 


The farm program proposed in the 
message suggested price supports with 
“enough flexibility to attract the produc- 


tion of needed supplies of essential com- 
modities and to stimulate the consumption 
of those commodities that are flooding 
American markets.”? The surpluses that 
already exist in many markets would be 
channelled into special uses. Regardless 
of whose interests are at stake the farm 
program becomes a highly controversial 
one. Mr. Eisenhower asked for a reason- 
able shift to a flexible system for those 
who prefer flexible price supports—mov- 
ing up when stocks are low and down 
when over-production and gluts appear. 
On the other hand he proposed provisions 
that would maintain high supports by 
removing the pressure that is created by 
surpluses in certain stocks, by siphoning 
them off in special-uses channels. These 
proposals were to appease the advocates 
of high support prices. 


FARM PROGRAM 


In the President’s special farm message 
to the Congress on January 11, 1954, the 
insulation of surpluses from markets was 
emphasized. He said, 


“Removal of the threat of huge sur- 
pluses of farm commodities from cur- 
rent markets is an essential part of the 
program here presented. Destruction 
of surplus commodities cannot be coun- 
tenanced under any circumstances .. . 
They can be insulated from the com- 
mercial markets and used in construc- 
tive ways. Such uses will include 
school lunch programs, disaster relief, 
aid to the people of other countries, 
and stock-piled reserves at home for 
use in war or national emergency. . . 

“T recommend that authority be pro- 
vided to set aside reserves up to the 
value of $2,500,000,000 from the stocks 
presently held by the Commodity Credit 
Corporation Board and discretionary 
authority should be provided to manage 
these frozen reserves.”’! 


The Government has an investment at 
the present time (January, 1954) in 
wheat alone of more than $2,000,000,000. 
This represents an outright ownership of 


3U. S. President, “State of the Union Mess- 
age,” op. cit., January 8, 1954. 


4U. S. President, Agricultural Program, 
House Document 292, Highty-third Congress, 
Second Session, January 11, 1954. 
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440 million bushels with about 400 million 
bushels under loan. It was admitted that, 
of this latter amount, the government 
could look forward to acquiring nearly 
the entire stock, which would mean that 
the government would have in storage 
enough wheat to supply the nation’s 
needs for the entire year. 


The carryover in cotton at the same 
time was about 9,600,000 bales, while 
that of vegetable oils was about 
1,500,000,000 pounds. 


Acreage allotments and marketing 
quotas were proposed in the cases of 
wheat and cotton and it was suspected 
that similar action might be forced in 
the case of corn. Such action would have 
the effect of diverting about 25,000,000 
acres of productive cropland or eight 
per cent of the total. Such diversion, 
however, in the past usually has lead to 
more intensive cultivation from the re- 
duced acreage and has resulted in in- 
creased production of other products, 
such as potatoes, sugar beets, rice, 
alfalfa, flaxseed, and vegetables. 


According to the President’s special 
message, 


“The nation’s agricultural program 
is not one of general over-production: 
consumer demand continues at or near 
record-high levels; the average prices 
of farm products that lack direct price 
supports have been as high in recent 
years as those of price supported 
products.” 


“The problem is rather one of un- 
balanced farm production, resulting in 
specific surpluses which are unavoid- 
able under the present rigid price sup- 
ports. The problem is complicated by 
the continuing loss of some of those 
foreign markets on which American 
agriculture has depended for a large 
part of its prosperity.”5 


This was the problem. In dealing with 
it, the program that was outlined con- 
tained five major features: 


(1) The new program should not be 
handicapped in its inception by facing 


5Ibid. 


the large already accumulated surpluses. 
Such were to be siphoned off and removed 
from price support computations. 

(2) While the Agricultural Acts of 
1948 and 1949 were sound and applicable 
to the industry of that day, the proposed 
legislation of 1954 contains new features, 
improvements, and modifications. 

(3) The amendment to the Agricul- 
tural Act of 1949 which provided for 
rigid price supports which were all right 
in wartime would be permitted to expire; 
following which the level of price supports 
for basic commodities would be grad- 
ually related to supply, promising farm- 
ers greater stability of income. The plan 
provides for a variation of one per cent 
in the price support level for every two 
per cent variation in the total supply. If 
the supply is short, higher support levels 
would stimulate production while on the 
other hand, if over-production occurred 
lowered prices would stimulate con- 
sumption. 

(4) Modernized parity would become 
effective for all commodities on January 
1, 1956. The transition from the old to 
the new parity method would be accom- 
plished at the rate of five per cent per 
year of the old parity until the change 
had been completed. Under the old for- 
mula parity calculations were based upon 
price relationships and buying habits of 
forty years ago. It was this. that 
prompted a change in the parity concept, 
which takes into consideration price rela- 
tionships of the past ten years, and per- 
mits changes in farm technology and 
consumer demand to express tendencies. 
The law provides that until January 1, 
1956 the old or new parity, whichever is 
higher, shall be used. The modernized 
parity is already in use for all commodi- 
ties except wheat, corn, cotton, and 
peanuts. 

(5) The new program emphasized the 
need of a gradual adjustment to the new 
circumstances and the need of a tran- 
sition period in the application of mod- 
ernized parity, and the relation of basic 
crops to supply levels to assure a stable 
farm economy. Such care and consider- 
ation would avoid the sharp readjust- 
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ments which would threaten the entire 
program. 


In conclusion the President said, 


“The agricultural program .. . will 
open new market outlets both at home 
and abroad, not only for current sup- 
plies, but for future production. It 
will provide a firm floor on which our 
farmers can rely while making long- 
term plans for efficient production and 
marketing. . . It will help the farmer 
attain full parity in the market. It will 
avoid creating tendlions and surpluses. 
It will curtail the regimentation of pro- 
duction planning, lessen the problem 
of diverted acreage, and yield farmers 
greater freedom of choice and action. 

“It will bring farm production into 
closer balance with consumer needs. 
It will promote agricultural interests 
... will again stimulate and encourage 
good farm management . . . prevent 
arbitrary government control and 
afford the greatest freedom to the indi- 
vidual farmer.’ 


The program will be a difficult one to 
sell to the Senate Agricultural Com- 
mittee. On January 18, 1954, the Secre- 
tary of Agriculture emphasized the need 
for a “tough realistic appraisal” of the 
entire farm program. He emphasized the 
alarming rate with which farm surpluses 
are piling up, and that the Commodity 
Credit Corporation might run out of 
funds before March or April. He also 
emphasized the enormity of the storage 


problem. He cautioned that losses on 


crops already stored are likely to be 
staggering and substantial, and that in 
1954 surpluses might reach “unmanage- 
able proportions.” He argued further 
that high price supports do not mean 
high farm prices. They might create false 
demands and do not mean guaranteed 
high incomes. 


The questions presented by the sena- 
tors were equally realistic. Senator 
Mundt (Rep.-South Dakota), suggested 
that the burden would be shifted from 
the government to the farmer under the 
flexible-support program. Under the 
present plan the farmer gets 90 per cent 
of parity for his crop. If the law is faulty, 
the government pays the bill. 





6Ibid. 


Senator Ellender (Dem.-Louisiana) ar- 
gued that since the Secretary recom- 
mended a continuation of 90 per cent 
supports on tobacco, he should also do 
the same for cotton. The Secretary coun- 
tered that if the present high support 
program is continued for cotton, “it will 
mean the slow death of the cotton 
industry.” 


Senator Thye (Rep.-Minnesota) sug- 
gested that the farmers should not be 
asked to accept any further reduction 
in their share of national income until 
the government can be certain a freer 
market for farm goods will produce 100 
per cent of parity in the market place. 

In reply to the complaint of Senator 
Johnston (Dem.-South Carolina), that 
the program was too speedy, the Secre- 
tary replied that the entire emphasis was 
on the gradual transition from fixed to 
flexible supports. These are only a few 
of the thousands of reactions to this 
phase of the President’s message. 


TAFT-HARTLEY BILL 


Many amendments to the Taft-Hartley 
Law, which the President recognized as 
sound legislation were proposed, although 
experience since its inception, “indicates 
that changes can be made to reinforce 
its basic objectives.’ The amendments 
are a compromise between what labor 
and management want; they did favor 
labor but not enough. In his message of 
January 11, 1954, the President said, 


“This field of legislation has had a 
long and contentious history. It has 
taken time for objective principles to 
emerge which can command mutual 
acceptance of the fundamentals which 
govern the complex labor-management 
relationship. 


“Although the process is not, and, 
perhaps never will be complete, we 
have now achieved a measure of prac- 
tical experience and emotional maturity 
in this field, which is responsible for 
the relatively peaceful character of 
recent industrial relations .. . Federal 
labor management legislation at best 
ean provide only the framework in 
which free collective bargaining may 
be conducted. It should impose neither 
arbitrary restrictions nor heavy hand- 
edness upon a relationship in which 
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goodwill and sympathtic understanding 
should be the predominant character- 
istics. 

“The National Labor Relations Act 
came into being because American 
working men and women needed the 
protection of law in order to guarantee 
them the free exercise of their right 
to organize into unions and to bargain 


collectively through representation of 
their own choosing. 


“As unions became strong, a need 
arose to protect the legitimate rights 
of employees and employers and to 
protect the general public from the 
consequences of unresolved labor dis- 
putes that created emergencies en- 
dangering the health or safety of the 
nation. 


“In enacting labor management 
legislation . . . we have never turned 
backward. 


“The Labor-Management Relations 
Act, 1947 . . . reinforced the rights of 
working men and women to organize 
into unions and to bargain collectively. 


“In the area of employer-employee 
relations the injunction has always 
been a contraversial process ... There- 
fore, I recommend that wherever an 
injunction has been issued under the 
National Labor Relations Act where a 
collective bargaining relationship exists 

. the Federal Mediation and Con- 
ciliation Service shall empower local 
boards to meet with the parties in an 
effort to seek a settlement ...I further 
recommend that in secondary boycott 
cases, the application for an injunc- 
tion be discretionary . these are 
designed to protect innocent third par- 
ties from being injured in labor dis- 
putes that are not their concern... 
“T recommend that the Act be clarified 
by making it explicit that concerted 
action against (1) an employer who is 
performing ‘farmed out’ work for the 
account of another employer whose 
employees are on strike or (2) an em- 
ployer on a construction project who, 
with other employers, is engaged in 
work on the site of the project will not 
be treated as a secondary boycott... 

“T further recommend that for a 
period of four months after the com- 
mencement of the strike, the Board be 
prohibited from considering a petition 
on the part of any other union which 
claims to represent the employees. . 

“IT recommend that the law be 
amended so as to protect both parties 
to a valid collective bargaining agree- 


ment from being required to negotiate 
during its term unless the contract so 
authorizes or both parties mutually 
consent ... As the Act is now written, 
the Board of Inquiry established to 
inquire into the facts of the dispute 
causing the emergency must report the 
facts to the President without recom- 
mendations ... In order that the Presi- 
dent may have the authority to re- 
quire the board’s recommendations, I 
recommend that after he has received 
and made available to the public the 
last report of the Board of Inquiry, he 
be empowered to reconvene the board 
and direct it to make recommendations 
to him for settlement of the dispute... 


“T also recommend that in these in- 
dustries [construction, amusement and 
maritime], the employer and the union 
be permitted to make a union shop con- 
tract, under which an employee, within 
seven days after the beginning of his 
employment shall become a member 
of the union. 


“Under the Act as presently written, 
both unions and employers are made 
responsible for the actions of their 
agents. . . I recommend that the tra- 
ditional common law rules of agency 
shall apply. 


“Specific proposals for legislation 
dealing with Communist infiltration 
generally are now under study. If such 
legislation is enacted, making the Com- 
munist disclaimer provisions of the Act 
unnecessary, I then will recommend 
that they be entirely eliminated. 


“The right of free speech is funda- 
mental. Congress should make clear 
that the right of free speech, as now 
defined in the Act, applies equally to 
labor and management in every respect 
of their relationship. . . 


“Tt is my recommendation that Con- 
gress initiate a thorough study of wel- 
fare and pension funds covered by col- 
lective agreements, with a view of 
enacting such legislation as will pro- 
tect these funds for the millions of 
working men and women who are the 
beneficiaries. 


“The Act should make clear that the 
several states and territories, when 
confronted with emergencies endanger- 
ing the health and safety of their 
citizens are not through any conflict 
with the federal law, actual or implied, 
deprived of the right to deal with such 
emergencies. . . 


“In the employer-employee relation- 
ship there is nothing which so vitally 
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affects the employee as the loss of his 
pay when he is called on strike. In 
such an important decision he should 
have an opportunity to express his 
free choice by secret ballot held under 
government auspices. 

... “I recommend the authorzation 
which an individual employee gives to 
his employer for the check off of the 
employer’s union dues should be made 
valid until the termination of the col- 
lective bargaining contract which pro- 
vides for such check off, unless the em- 
ployee sooner revokes such authori- 
zation. . . 


“Government should continue to 
search diligently for sound measures 
to improve the lot of the working man 
and woman, mindful that conditions 
and standards of employment change 
as the products, habits, and needs of 
men and women change.’’? 


The full impact of the message imme- 
diately began to be felt. Mr. McDonald, 
President of the CIO United Steelworkers 
with 1.2 million members branded it as 
“even more antilabor than at present.” 
He said the President’s recommendation 
for government-conducted strike votes 
would increase rather than lessen gov- 
ernment’s interference in labor relations 
and would weaken union security and up- 
set industrial stability. 


“This recommendation of the Pres- 
ident is aimed at discrediting the 
leaders of a striking union, in effect, 
providing the procedure for decerti- 
fying a union during a strike. It 
would thus be a powerful weapon on 
the side of struck employers.’’® 


Senator Ives (Rep.-New York), a mem- 
ber of the Senate Labor Committee, said 
he doubted whether Congress could find 
a formula to carry out the proposal for 
a government-supervised secret ballot in 
future industrial strikes. He agreed that 
such a procedure would be acceptable, 
but it would be difficult to draft into a 
law since it would be a “direct slap at 
the union leaders.” 


TU. S. President, Labor Management Rela- 
tions, House Document 291, Bighty-third 
Congress, Second Session, January 17, 1954. 


8David J. McDonald as quoted in the CIO 
Steelworker, January 12, 1954. 


Other writers express varying views 
of the proposals. One editorial writer 
says,? 


“Some of the proposals are proced- 
ural, technical, and administrative. 
Others are obvious corrections of in- 
equalities in the law. . . Others are 
not so clear cut. 

“We can understand why labor lead- 
ers will support the President’s sug- 
gestion that the secondary boycott 
ought not to apply to an employer 
handling farmed-out work for another 
employer whose workers are out on 
strike, for their view is that the prac- 
tice nullifies their power to picket and 
thus win a strike. But what of the 
struck employer? Has he no right to 
conduct his business if he can do so in 
the face of a strike? 


“The contract changes requested 
would prevent the reopening of con- 
tracts during the period of their life 
unless both sides agreed and unless the 
contract so specified. This surely, will 
make for stabilization in labor rela- 
tions. For there is no stability if either 
a company or a union can reopen a 
written agreement at whim. 

“The proposal that a secret strike 
vote of employees be taken by the 
government would appear to clutter up 
the bargaining procedure, for the plan 
is to take the vote after the strike has 
begun. A further and more important 
objection to this idea is that its puts 
government more and more into the 
squabbles between labor and manage- 
ment instead of removing government 
from them. 

“The suggestion that the Congress 
return to the states some of the police 
powers the Supreme Court has taken 
away in its decisions upon Taft-Hartley 
Controls is a wise one, for it is a move 
away from federal control. Surely 
local governments ought not to be 
powerless to deal with local affairs 
which so often lead to violence. A loss 
of local police power results only in 
lawlessness, and a community far re- 
moved from Washington is always in 
a better position to handle its affairs 
than a remote Congress.” 


In an editorial in the Philadelphia 
Inquirer, January 12, 1954 it was pointed 
out that 


“If most of the immediate criticisms 
of President Eisenhower’s proposal for 


9Wall Street Journal, January 14, 1954. 
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reviewing the Taft-Hartley Law are 
dismissed as the Partisan expressions 
they are, the President’s recommenda- 
tions emerge as an honest attempt to 
inject greater stability and fairness 
into the Nation’s Labor Relations 
Daw. 4. 


“Throughout his message on Taft- 
Hartley changes, it is clear that Presi- 
dent Eisenhower’s aim is to preserve 
the basic right of the unions to organ- 
ize, of employers to protect their own 
interests, and of the public to be as 
free as possible from the cost and dis- 
ruption of excesses by either side.” 


SOCIAL SECURITY 


In the State of Union Message the 
President proposed extending social 
security to an additional 10 million peo- 
ple, and making certain other improve- 
ments in the present program which 
would bring substantial benefit increases, 
permitting cuts in federal grants to 
states for charity purposes. 


In his subsequent message to the Con- 
gress the President emphasized that 
under the Old Age and Survivor’s Insur- 
ance plan nearly 70 million persons and 
their families are now covered and some 
6 million are already its beneficiaries. 


“Under Old Age and_ Survivor’s 
Insurance the worker during his pro- 
ductive years and his employer both 
contribute to the system in proportion 
to the worker’s earnings. A self-em- 
ployed person also contributes a per- 
centage of his earnings. In return, 
when these breadwinners retire, after 
reaching the age of 65, or if they die, 
they or their families become entitled 
to income related in amount to their 
previous earnings. 


“The system is not intended as a 
substitute for private savings, pension 
plans, and insurance protection. It is 
rather intended as the foundation upon 
which these other forms of protection 
can be soundly built... 


(1) “The new groups that I recom- 
mend be covered — about 10 million 
additional people — include self-em- 
ployed farmers, many more farm work- 
ers and domestic workers, doctors, 





10“Needed Changes in Nation’s Labor Law,” 
Philadelphia Inquirer, Editorial, January 12, 
1954, p. 20. 


dentists, lawyers, architects, account- 
ants, and other self-employed people; 
members of State and local retirement 
systems on a voluntary group basis, 
and several smaller groups... 


(2) “The present ‘retirement test’ 
should be liberalized and its discrimi- 
nation against the wage earner be 
removed. . . 


“T recommend, therefore that the 
first $1,000 of a beneficiary’s annual 
earnings be exempted under the retire- 
ment test, and that for amounts earned 
above $1,000 only one month’s benefit 
be deducted for each additional $80 
earned. Approval of this recommen- 
dation will remove the discriminatory 
treatment of wage earners. 


(8) “The maximum benefit for an 
individual is $85 per month. . . I recom- 
mend that benefits now being received 
by retired workers be increased on ‘the 
basis of a new formula to be submitted 
to the appropriate committees by the 
Secretary of Health, Education and 
Welfare. . . 


(4) “Today the earnings base of 
$3,600 covers the full earnings of only 
40 per cent of our regular male earn- 
ers... I recommend that the earnings’ 
base for the calculation of Old Age and 
Survivor’s insurance benefits and pay- 
roll taxes be raised to $4,200, thus 
enabling 15 million people to have 
more of their earnings taken into ac- 
count by the program. 


(5) “Benefits should be computed on 
a fairer basis. The level is related to 
the average of a worker’s past earn- 
ings. Under the present law periods 
of abnormally low earnings or no earn- 
ings at all, are averaged in with peri- 
ods of normal earnings, thereby reduc- 
ing the benefits. . . I recommend that 
in the computation of a worker’s aver- 
age monthly wages, the four lowest 
years of earnings be eliminated. 


(6) “The benefits of the disabled 
should be protected. 


“One of the injustices of the present 
law is its failure to make secure the 
benefit rights of the worker who has 
a substantial work record in covered 
employment and who becomes totally 
disabled. . . 


“T recommend that the benefits of a 
worker who has a substantial work 
record in covered employment and who 
becomes totally disabled for the ex- 
tended period be maintained at the 
amount he would have received had he 
become 65 and retired on the date his 
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disability began.”!1 


These recommendations brought wide 
acclaim. Said one writer, 


“In his proposals to broaden the 
coverage of the Old Age and Survivor’s 
Insurance, to raise both the base for 
determining benefits now being paid 
and to permit old people to earn more 
for their own needs, the President has 
recognized the important place of 
Social Security in the lives of all of 
us... perhaps the most glaring draw- 
back to the system as ‘it now works 
is that it arbitrarily excludes millions 
of Americans. . .!2 


A second notable change advocated by 
the President is the lifting of the $75 a 
month restriction on the earnings of the 
present beneficiaries. There is particular 
merit in the President’s proposal to allow 
beneficiaries to earn up to 1,000 annu- 
ally without losing insurance payments. 


“This encouragement to older people 
to work at a reduced pace does not 
spring from any Spartan concept of 
the need to work or desire to avoid 
paying reasonable benefits. It springs 
from experience during the operation 
of Social Security indicating that older 
people are happier if they have some- 
thing constructive to do. . . Present 
benefits, averaging $50 a month for an 
individual, looked big when Congress 
ordered them. Rising prices since ren- 
der them manifestly inadequate. . . It 
is a source of strength to the country 
and to citizens of all ages that a floor 
be maintained to spare older people 
from dire need.’’!5 


There is little doubt that these requests 
which will prove so beneficial in keeping 
pace with economic changes and at the 
same time stimulate a greater degree of 
self reliance among present and potential 
beneficiaries will meet with widespread 
approval. 


HEALTH PROGRAM 


In a message to the Congress on Janu- 
ary 18, the President made certain rec- 
ommendations that, to a considerable 


11U. S. President, Old Age and Survivors’ 
Insurance System, House Document 295, 
Eighty-third Congress, Second Session, Janu- 
ary 14, 1954. 

12Philadelphia Inquirer, January 15, 1954. 

13Ibid. 


degree, would broaden the present health 
and insurance benefits to U. S. families!4 
However, as yet no details have been 
given out by the Department of Health, 
Education and Welfare. In general 
terms, however, the reinsurance plan 
would guarantee, up to some maximum 
limit, payments for hospital and medical 
care. Under present plans these pay- 
ments are limited and are becoming more 
so because of rising costs. But under the 
plan greater benefits would be provided 
through Government assistance through 
reinsurance. A $25 million fund was sug- 
gested as an initial grant which would be 
repaid through fees collected. The most 
widely used type of health and hospital 
insurance at the present time cares for 
about 40% of all private needs for this 
type of service. It is not the intention 
of the President that the Federal Govern- 
ment should go into the insurance busi- 
ness to compete with private companies 
but rather that it should “work with 
them to study and devise better insurance 
protection to meet the public need.” 


Under a bill introduced by Represen- 
tative Wolverton (R.-N. J.) which has 
been said to be acceptable in part to the 
Administration, the Government would 
pay two-thirds of each claim in excess 
of $1,000 paid by a private company such 
as Blue Cross or Blue Shield in any 12 
month period. The fees paid for reinsur- 
ance would be two cents on every dollar 
of premium for the private contracts. 


Additional grants in aid to the states 
for health, child welfare and rehabilita- 
tion, for the expansion of construction 
of non-profit hospitals for the care of 
those chronically ill; for continued re- 
search into such illnesses as cancer, men- 
tal diseases, heart conditions, arthritis and 
the like were also emphasized. It is esti- 
mated that at the present time there are 
2 million disabled persons who could be 
returned to productive work. Under a 
rehabilitation program a sizeable propor- 
tion of these individuals could be enabled 


14U. S. President, Health Program, House 
Document 298, Eighty-third Congress, Second 
Session. 
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again to take their places in our economy 
and to move in the direction of greater 
responsibility and usefulness. 


BUDGET MESSAGE 


In his State of the Union Message, 
President Eisenhower referred to many 
hopes and objectives of the Administra- 
tion in cutting taxes and reducing expen- 
ditures. The budget starting July 1, 1954 
presented an estimate of $65,570 billion, 
which was 7% per cent under the former 
estimate for the year and $12.3 billion 
under the budget total presented by the 
last administration in January 1953. In 
spite of this reduction, however, an esti- 
mated deficit of almost $3 billion is 
anticipated by the administration. 


An analysis of income and outgo as to 
source shows that, of every dollar of 
income, 31 per cent comes from corpora- 
tion taxes, 16 per cent from excise taxes, 
6 per cent from customs and other taxes, 
while 43 per cent is from individual 
income taxes and 4 per cent from bor- 
rowings. Out of every dollar of expense 
68 per cent goes for national military 
security, atomic energy, mutual military 
programs and stockpiling, 22 per cent goes 
for charges fixed by law, such as interest, 
veterans relief and benefits, grants to 
states and the like, while 10 per cent goes 
to miscellaneous sources. It will be seen 
that by far the largest share—$44.86 
billion—will go for national security. 
And this understates the total for it 
excludes veterans expenses and interest 
on the national debt, largely accumulated 
during wars and/or for war purposes. 


Despite the cuts in expenses for mili- 
tary preparedness activities, in his budget 
message of January 21, 1954 the Presi- 
dent said, 


“It provides adequately in my judg- 
ment, for the national defense and the 
international responsibilities of the 
nation . . . responsibilities which we 
must take as a leader of the free world. 
On the success of this leadership de- 
pends our national security and pros- 
perity. .. 

“The recommended budget continues 
the strengthening of our military pos- 
ture; our progress in the development 


and production of atomic weapons; the 

expansion of our system of continental 

defense; assistance in the development 
of the military strength of friendly 
nations; and programs for rapid mobi- 

lization if an emergency should arise. . 

“This budget also benefits from ma- 
terial savings from the decreased costs 
of federal operations resulting from 
our constant effort to improve the 
management of Government activities 
and to find better and less expensive 
ways of doing the things which must 

be done by the Federal Government. . . 

It marks the beginning of a movement 

to shift to state and local governments 

and to private enterprise federal activi- 
ties which can be more appropriately 
and more efficiently carried on in that 
way. The lending activities of the 

R.F.C.; the services provided by the 

Inland Waterways Corporation, certain 

agricultural activities; and some as- 

pects of our health, education and wel- 
fare programs are examples of this 
type of action.” 

In order that a more complete com- 
parison of the details set forth in the 
budget message of January 21 may be 
made with former years, a summary of 
the budget totals for each year is pre- 
sented in Table 1. 

A breakdown of the administration’s 
budget for the coming fiscal year shows 
that government spending for national 
security will continue to dominate out- 
lays, in spite of the fact that this outlay 
is $3.9 billion lower than spending for 
similar purposes in the current fiscal 
year. These cuts account for about 70% 
of the reduction claimed by the admin- 
istration. 


Tax Revisions 


Tax revisions were proposed which will 
affect the individual whether he be tax- 
payer or not. Many of those recom- 
mended should prove extremely accept- 
able. Some of the more significant 
changes are summarized below: 

(1) Children earning over $600—as 
long as a child is still supported by a 
parent he should be claimed as a de- 
pendent regardless of his earnings if 
he is under 18 or away from home at 
school. 


(2) Heads of families—that widows 
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Comparison of Budget Proposals and Expenditures for the United States, 
for the Fiscal Years, 1950-1955 





1950 


1954 Estimated 


Budget* 1955 
1951 1952 1953 Docu- Cur- Esti- 





Actual Actual Actual Actual ment rent mated 


(in billions) 





New authority to incur obligations. .$49.3 
Receipts: 


Under existing legislation ..... 36.5 

Under proposed legislation .... ... 
MGUY RNORINES 9 ochre ou aie he rec ee 36.5 
Expenditures: 

Under existing legislation ..... 39.6 

Under proposed legislation ... ae 
Total @XPEndiGUTes «oo. ccc e ee. 39.6 
Surplus (+) or deficit (—)........ —3.1 
Cumulative unspent balances or ap- 

propriations at end of year.... 14.12 


$82.9 $91.4 $80.2 $71.8 $60.7 $57.3 


47.5 614 646 68.0 67.4 61.5 
wats alas sic ee 2 1.2 
37.55 61.4 646 68.0 67.6 62.7 
440 654 74.0 756 709 64.5 
es ais due 2.3 age eee 
44.0 65.4 74.0 177.9 <i: 
+35 -—40 -—94 +499 -—3.3 —2.9 


50.32 68.8 78.7 67.4 665 654.1 





*References to 1954 are from the 1954 Budget Document of January 9, 1953, as presented 
the Congress, and to currently revised budget estimates. “ lates 9 


lLess than 50 million dollars. 


2Estimated. Detailed accounting data are not available. 








or widowers be allowed to split their 
incomes as previously where they are 
supporting dependent children; the 
same treatment should apply to single 
people supporting dependent parents. 


(3) Foster children as dependents— 
that children in the process of adoption 
be allowed as dependents. 


(4) Expenses of child care—that the 
tax privilege accorded widows and 
widowers for actual expenses incurred 
when they have to work outside the 
home be accorded working mothers, 
who because of the incapacity of their 
husbands, must work outside the home. 


(5) Medical expenses—that a tax 
allowance be given for medical expenses 
in excess of 3% of income instead of 5% 
as at present; that a ceiling of $1,250 
for a single person with a maximum 
ceiling of $5,000 for a family should be 
doubled so that the maximum for a 
family would be $10,000, but the defi- 
nition of medical expenses should be 
tightened. 


(6) Medical insurance and medical 
benefits for employees—the present un- 
certainties in the tax law should be 


removed. It should be made clear that 
the employer’s share of the costs of 
providing protection on a group basis 
will not be treated as income on which 
the employee is liable for the tax. 


(7) Pension and profit sharing plans 
for employees—that the rules be sim- 
plified and that greater discretion be 
given in establishing plans for different 
groups of employees, so long as there 
is no discrimination in favor of key 
executives or stockholders. 


(8) Taxation of annuities—that the 
tax treatment of annuities be deter- 
mined on the basis of the life expec- 
tancy of the annuitant. 


Under a change approved by the House 
Ways and Means Committee on January 
18 the person receiving an annuity would 
exclude from the tax an amount equal 
to the total he paid for the annuity 
divided by his life expectancy at the time 
the annuity payments start. This exclu- 
sion remains even though the annuitant 
outlives his life expectancy. In this case 
the life insurance companies would have 
to notify each annuitant of the amount 
of annuity payment that would be taxable 
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each year. The committee emphasized 
that the change from 3% rule to the life 
expectancy rule would affect those who 
are now getting annuity payments as of 
January 1, 1954, as well as those who may 
get them in the future. 


Another feature of the proposal is that 
where an endowment annuity or life in- 
surance policy is cashed in, the policy- 
holder would have three years to pay his 
tax on the difference between what he 
paid in and the amount received instead 
of its being treated as income within the 
first year as at present. 


(9) Estimated returns—it was rec- 
ommended that the number of optional 
ways an individual may estimate his 
future income be increased to avoid 
penalties. 


(10) Double taxation or dividends— 
Under the provisions of the proposal 
the taxpayer would have the right to 
exclude from his reported income from 
dividends $50 the first year and $100 
the second, and subsequent years. He 
would also be entitled to a percentage 
tax credit of five per cent of his divi- 
dends the first year. This would be 
stepped up to ten per cent the second, 
and fifteen per cent for the third and 
subsequent years. 


This latter (10) has been a sore spot 
for several years. It would appear from 
this statement that some fairer treat- 
ment may now be accorded stockholders. 
Double taxation arises due to the fact 
that a corporation pays its full tax on 
money earned and then when these sums 
are distributed to the shareholder there 
is another tax paid by the recipient as 
income. 


The Ways and Means Committee in its 
report relating to the budget message 
to the Congress, recommended that em- 
ployees be permitted to deduct business 
transportation expenses from gross in- 
come even though they are not incurred 
in travel away from home, or are not 
reimbursed by the employer. Under the 
present law the employee may not deduct 
business transportation expenses unless 


he is away overnight or is reimbursed by 
the employer. 


The solution of withholding on divi-) 
dends at the source has been suggested, 
but it has been pointed out that this 
would be an enormous burden on the 
corporations as well as on the Treasury 
Department and that, since most of the 
evasions occurred among small share- 
holders, the proposed exemptions would 
eliminate such a burdensome possibility. 


In the case of those filing joint returns 
the exemptions would be double to the 
extent of dividends received from domes- 
tic corporations on which the income tax 
has been paid. 


(11) Filing Date—It was recom- 
mended that the filing date for indi- 
viduals filing personal income tax re- 
turns be moved up from March 15 to 
April 15 of each year. 


(12) Depreciation—In an effort to 
assist partnerships, proprietorships, 
and small businessmen generally, a 
liberalization of the tax treatment of 
depreciation was suggested. 


More freedom in the use of the 
straight-line depreciation method as well 
as freedom to use other depreciation 
methods was suggested by the President. 
Under the straight-line method, the com- 
pany deducts from the value of the asset a 
sum equal to the cost of the asset divided 
by the estimated number of years of life. 
This would be a tax deduction. The de- 
clining balance method at amounts double 
the straight-line method was recom- 
mended. This would mean that a com- 
pany could write the asset off each year, 
at a sum equal to twice the straight-line 
method applied to the unamortized bal- 
ance of asset value. This would give the 
corporation larger depreciation write- 
offs in the earlier years. Such policies 
should apply to all investments in build- 
ings, equipment, and machinery made 
after January 1, 1954. 


(13) Accumulation of earnings—It 
was pointed out that the present pen- 
alty tax on excessive corporate incomes 
tended to discourage the growth of 
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small companies since they had no way 
of accumulating additional funds so 
sadly needed for expansion purposes. 
Here the President suggested some 
changes in the tax laws that would put 
the burden of proof on the government 
to show that such retention of earnings 
was unreasonable and unnecessary. 


(14) Taxation of partnerships—In 
addition to a recommendation for the 
simplification of the law on the for- 
mation of partnerships, it was sug- 
gested that small business should be 
able to operate under whatever form 
was desirable for circumstances with- 
out incurring undue tax penalties. In 
addition it was suggested that small 
corporations with few stockholders be 
given the opportunity to be taxed as 
partnerships and vice versa, if there 
were any tax benefits to be derived. 


(15) Corporate reorganizations — 
Tax laws as they apply to reorganiza- 
tions and recapitalizations should be 
simplified in order that owners of small 
businesses, particularly, would know 
more explicitly what their tax liabilities 
would be, so long as no corporate earn- 
ings were withdrawn. 


The thought behind this move is to 
favor the small businessman who today 
is reconciled to the sale of his company 
to a larger firm because of the bewilder- 
ment of tax complications. However, the 
President emphasized the need for re- 
writing the laws to discourage the sale 
of these same corporations to others 
which would be interested in the purchase 
for tax loss purposes. At the present 
time losses may be used as a carry-back 
for one year and for five years forward 
to reduce taxes on subsequent earnings. 
The recommendation is that the carry- 
back benefit be extended to two years. 


(16) Accounting definitions—It was 
recommended that definitions in tax 
accounting procedure be brought more 
closely in line with business proced- 
ure; that prepaid income should be 
taxed as it is earned rather than re- 
ceived; that taxpayers be permitted to 
set up reserves for known future ex- 


penditures. It was also suggested that 
the use of multiple corporations be 
discontinued where the use serves to 
be an abuse of the tax privilege. 

(17) Business income from foreign 
sources—The taxation of income from 
foreign sources should be modified to 
stimulate the flow of private capital 
abroad. In order to promote greater 
harmony in the international money 
markets these pressures should be re- 
moved in order that private capital 
could supplant governmental economic 
aid. 

Business income from foreign sub- 
sidiaries or branches which elect to be 
taxed as such, should be taxed at a 
rate of 14% below the regular cor- 
porate rate. Foreign taxes should in- 
clude any tax except income taxes, gen- 
eral sales or excise taxes or social 
security taxes. Investment companies 
having foreign incomes should be per- 
mitted to pass on to their stockholders 
the credit for foreign taxes which 
would be available on direct individual 
investments. 


(18) Payment dates—Emphasis was 
placed upon the irregularity of tax 
receipts from corporations, which mag- 
nified the problems of debt manage- 
ment and had an unsettling effect upon 
the money market. It was recom- 
mended that beginning in the fall of 
1955 income tax payments be made in 
advance in September and December 
before the end of the taxable year. Such 
estimates of future income would be 
comparable to those now demanded of 
individual income taxpayers. 


All of these proposed revisions, sim- 
plifications and procedures are recom- 
mended with the thought of reducing the 
complications now existent due to the 
present tax structure and are designed 
to bring about greater equity to the indi- 
vidual taxpayer; rule out present inequi- 
ties; prove less burdensome on production 
and promote greater economic stability. 


ECONOMIC REPORT 


In his first economic report to the 
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Congress on January 28, 1954 the Presi- 
dent began by reviewing the slight reces- 
sion which began in the second half of 
1953.15 


He said: 


“At the beginning of 1953, the econ- 
omy advanced rapidly but not without 
some signs of impending change. The 
real income of farmers, which had 
started to fall during 1947, was con- 
tinuing to shrink. Stock prices began 
drifting downward after the turn of 
the year. The average length of the 
work week in manufacturing (adjusted 
for seasonal variation) started to de- 
cline in the spring. So, too, did orders 
for durable goods received by manu- 
facturers. Retail trade continued on an 
impressive scale but failed to expand, 
while consumer debt and business in- 
ventories kept rising. Business fail- 
ures, while relatively few, increased in 
number and average size. Interest 
rates rose at an accelerated pace, as 
they usually do toward the close of a 
general business expansion. . . The 
immediate cause of the contraction 
which became visible after mid-year was 
an unbalance between production and 
sales that developed earlier in the year. 
After the settlement of the steel strike 
in July 25, 1952 the advance of produc- 
tion was swift, especially in the dur- 
able goods industries. . . . Even before 
the steel strike, inventories of civilian 
goods had been reduced from 1951 
peaks. . . Materials were more readily 
available than a few months earlier, 
and the relaxation of Government 
restrictions on their use permitted a 
rising volume of output, particularly 
of automobiles. Hence production 
moved forward rapidly ... with in- 
comes rising, consumer expenditures 
expanded briskly. 

“Nevertheless, production and sales 
gradually fell out of balance in the 
early months of 1953. The reason was 
partly that business requirements for 
additions to their inventories had been 
fairly well met by the beginning of the 
year, when it became clear that quicker 
deliveries would be counted on. . . In- 
ventories soon piled up in all hands. 
The annual rate of non-farm inventory 
investment rose from $4 billion in the 
first quarter of 1953 to $7 billion in 
the second, with the highest rate of 


15U. S. President, Economie Report; House 
Document 289, Eighty-third Congress, Second 
Session. 


accumulation concentrated in a few 
major durable goods industries—motor 
vehicles, other transportation equip- 
ment and primary metals. .. By mid- 
year manufacturers in numerous indus- 
tries were curtailing operations, so as 
to bring output and inventories into 
better adjustments with their orders 
and sales. .. 

“The contraction since last June or 
July has been largely in the nature of 
an inventory adjustment. Apart from 
the reduced expenditure by business 
firms and additions to these inventories, 
total expenditures have been nearly 
unchanged since mid-year. Further- 
more the major categories of final 
expenditure have themselves remained 
remarkably stable. . . Thus far the 
decline of inventory additions has been 
largely a corrective movement, de- 
signed to bring production into better 
balance with sales. It appears from 
the information at hand that, apart 
from the defense goods industries, the 
inventory adjustments have been large- 
ly responses to current sales rather 
than protective movements geared to 
unfavorable forecasts of future sales. 
It is well to recognize, however, that 
an inventory readjustment can affect 
other types of spending and communi- 
cate itself to the stream of business 
and consumer spending as a whole.” 


Wage Proposals 


The problem that the nation’s labor 
leaders are concerning themselves with, 
namely the guaranteed annual wage and 
an increase in the minimum hourly wage 
was touched upon by the President. In 
late November at the CIO annual conven- 
tion in Cleveland, Ohio, Secretary of 
Labor Mitchell emphasized his surprise 
at the fact that only about one-third of 
the nation’s workers were covered by the 
minimum wage and expressed the hope of 
the department to bring the 75¢ an hour 
minimum to a “more realistic level in 
keeping with present day wage levels.” 
The President made note of the fact that 
a minimum wage “helps to protect the 
wage earner against unjustifiably low . 
compensation,” but nothing could com- 
pensate as could greater usefulness, 
greater efficiency, more know-how and 
skill coupled up with more widespread 
mobility. These improved circumstances 
create the greatest escape from poverty 
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for the low level earner. 


“We must not proceed as has hap- 
pened at times in the past—to ignore 
some workers and pretend to aid oth- 
ers, while in fact raising their cost of 
living and reducing their chances of 
employment. We should undertake ad- 
justments of the minimum wage at a 
time, when econonmic activity can take 
them in stride, thereby minimizing the 
risk of unemployment of the less pro- 
ductive workers whose welfare the 
minimum wage seeks to aid.’’16 


The review of the economic background 
of 1953 might well prove to lead to solu- 
tions that would remove all doubts as 
to the efficacy of the Administration in 
dealing with the problems of the future— 
providing the observations as to the 
causes of the contraction in 1953 were 
correct. Inventory reductions and adjust- 
ments might be catalogued as merely ad- 
justments if it could be definitely fore- 
cast that consumer spending would resume 
at an accelerated rate. It is estimated 
that during the first six months of 1954 
at least, individual incomes after taxes 
will remain about the same as in last 
quarter of 1953; that the demand for 
food should remain about the same as at 
present and that prices received by farm- 
ers should remain near to current levels, 
which would mean that farm incomes 
would remain close to the 1953 estimate 
of $12.5 billion. The new plant and equip- 
ment expenditures of business are ex- 
pected to remain high. New housing 
starts are expected to continue at the 
1953 levels. The cuts in raw material 
prices should be reflected in finished 
goods prices which would stimulate de- 
mand. The $5 billion tax revisions should 
provide further consumer spending. The 
decline in federal spending, it is hoped, 
will be offset by state and local spending 
for schools, highways, hospitals and 
sewer, water and other facilities. 


This is the background which is the 


framework for the optimistic economic 
outlook for 1954. If all forecasts prove 


16U. S. President. Budget Message, House 
Document 264, Eighty-third Congress, Second 
Session, January 21, 1954. 


false, however, what has the Administra- 
tion in mind to cope with possible slumps 
and more serious adjustments in the busi- 
ness picture? 


The President provided two broad pro- 
grams which were designated as... 
_ “immediate proposals, not, however 
in the nature of emergency action for 
the economy which, according to 
the economic advisors is ‘basically 
strong’; that the current economic re- 
adjustment seems likely to be brief and 
self correcting but ... the situation 
must not be viewed with complacency.” 
These two broad programs involve 
“bold steps to protect and promote eco- 
nomic stability” by modernizing unem- 
ployment insurance; by broadening the 
base and benefits of old age and sur- 
vivors insurance; by permitting a longer 
carry back of losses for tax purposes; 
by granting broad discretionary author- 
ity to alter the terms of governmentally 
insured loans and mortgages; by estab- 
lishing a secondary home mortgage 
market; and by making improvements in 
the planning of public works programs. 


Secondly there was proposed a group 
of programs designed 


“to stimulate the expansive power of 
individual enterprise by revising tax 
laws so as to increase incentives and 
to remove certain impediments to 
enterprise, especially of small business; 
by improving credit facilities for home 
building, modernization and urban re- 
newal; by strengthening the highway 
system; and by facilitating the adjust- 
ments of farming to current conditions 
of demand and technology.”!7 
Already in the hands of the Federal 
Government are many devices which have 
been developed during the past twenty 
years such as the credit control policies 
of the Federal Reserve system which may 
be used at will. Also, there are the debt 
management policies of the Treasury, 
which may be called into play; the power 
of the administration to ease the terms 
of government insured mortgages as well 
as its budget power. In addition Con- 
gress has in its hands programs for tax 


17Ibid. 
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revisions, public works planning, acceler- 
ated depreciation for defense plants and 
the farm parity programs. 


While the President indicated that he 
did not believe in full scale pump priming 
unless the economy was headed for a 
major depression, public building pro- 
jects could be stepped up 50 per cent 
within a year. He pointed out that the 
experience of generations has shown that 
no government alone can create a real 
and lasting prosperity. He emphasized 
further that 3 


“the best service the Government can 
render to the economy ... is to create 
an environment in which men are eager 
to make new jobs, to acquire new tools 
of production, to improve or scrap the 
old ones, design new products and de- 
velop new markets, increase efficiency 
all around, and thus be able and willing 
to pay higher wages and provide better 
working conditions.”18 


GENERAL APPRAISAL 


These assembled messages to Congress 
present an accurate and detailed picture 
of the position taken by the Eisenhower 
administration on the basic social and 
economic problems, within the framework 
of which, the general welfare of the 
entire nation is built. 


In summary then, what is the attitude 
of the administration toward these prob- 
lems and what are the social and eco- 
nomic areas encompassed by them. First 
of all, a change of front in the adminis- 
trative attitude toward private business 
is recognized. The new policy suggests 
a more friendly attitude. The govern- 
mental program is no longer one which 
assumes full responsibility for directing 
the union into prosperity, but rather pre- 
sents ways and means for private busi- 
ness to take the initiative. While no 
reduction in corporate taxes except for 


18Ibid. 


excess profits was suggested, certain 
reductions contemplated in individual 
taxation paved the way for increased 
consumer spending and private invest- 
ment. The punitive taxes no longer 
threaten business and expansion can be 
contemplated from within. 


The undistributed profits tax of 1936 
is no longer a threat, nor is the penal- 
izing attitude of government toward busi- 
ness a depressant. Expansion is encour- 
aged through the assurance of future tax 
benefits. The government no longer 
threatens to go into direct competition 
with business. Profits no longer appear 
immoral, nor are stockholders considered 
greedy. 

Home owners and builders are to be 
encouraged, mortgage advantages being 
proposed though a more abundant money 
supply and low interest rates. Continued 
prosperity for the farmer through main- 
tenance of price supports is recom- 
mended. Similarly, it is proposed to ren- 
der additional assistance to the aged and 
to increase the size of and to extend the 
period over which unemployment insur- 
ance benefits are paid. It is also sug- 
gested that labor management and indus- 
trial leadership be brought into better 
balance. 


The budgetary benefits that have been 
promised the taxpayer are manifest by 
the changes which our national defense 
program is undergoing. Greater reliance 
is and will be placed upon atomic weap- 
ons, and considerable savings can be 
effected without any decrease in our 
national defense. And, at the same time, 
there promises to be no shirking of inter- 
national responsibility through assistance 
to friendly nations. 

All of these proposals, many of which, 
obviously, will take time to eventuate, 
are designed to restore confidence among 
business leaders and investors and to 
keep the country prosperous through the 
continuous effort of private enterprise 
guided and encouraged by government. 


Records Required of the Small Business Man 
For Tax Purposes 
by WILLIAM T. RULE* 


The records of the small business man 
frequently are informal and somewhat 
fragmentary in nature. The purpose of 
this article is to point out the necessity, 
from a tax point of view of the main- 
tenance of complete and adequate rec- 
ords and to indicate what constitutes 
such a system of records. The possible 
consequences, tax-wise, of the failure 
to maintain such materials are also 
pointed out. 





Amonc the many provisions of the 
Internal Revenue Code, which now em- 
bodies the law concerning the taxation 
of incomes, is one which requires every 
business to maintain adequate records. 
The Code states: 


“Every person liable to any tax im- 
posed by this chapter, or for the col- 
lection thereof, shall keep such records, 
render under oath such statements, 
make such returns and comply with 
such rules and regulations as the Com- 
missioner, with the approval of the 
Secretary, may from time to time 
prescribe.”! 


The Regulations, which constitute the 
Treasury Department’s interpretation of 
the Code, state the requirement as fol- 
lows: 


“Every person subject to the tax... 
shall, for the purpose of enabling the 
Commissioner to determine the correct 
amount of income subject to the tax, 
keep such permanent books of account, 
or records, including inventories, as are 
sufficient to establish the amount of 
gross income and the deductions, cred- 
its, and other matters required to be 
shown in any return under Chapter I.” 


Every taxapayer, then, is required by 
law to keep such records as will correctly 


*William T. Rule is an Associate Professor 
of Accounting in the Temple University School 
of Business and Public Administration. He 
is also actively engaged in practice as a 
Certified Public Accountant in Pennsylvania. 


1U. 8. Internal Revenue Code, Section 54(a). 


2U. S. Treasury, Income Tax Regulations, 
118, Section 39 :54-1. 


show income subject to tax. 


The question immediately arises as to 
the type or class of taxpayer which may 
be adversely affected by this requirement. 
The individual working for wages or sal- 
ary is not concerned with this provision, 
for the Form W-2 provided by his em- 
ployer fulfills his need for records. The 
larger business firm, which can afford to 
employ specialized personnel, keeps ex- 
tensive records as a matter of business 
necessity, and has no tax problem in this 
respect except under rather unusual cir- 
cumstances. It is in the field of the com- 
paratively small business that such prob- 
lems generally arise. 


SMALL BUSINESS A SPECIAL 
PROBLEM 


The small business may be a proprie- 
torship, a partnership, or a corporation. 
Regardless of the legal form of enter- 
prise, several common denominators may 
be found. For present purposes, two main 
characteristics should suffice. The first 
one is that of the identity of ownership 
and management. The owner may feel 
that he is responsible to no one but him- 
self, that the business is his to do with 
as he may wish. He may have a fine dis- 
regard for the niceties of accounting 
practice. He may feel that he is too small 
to attract the attention of tax authori- 
ies. Any regulatory provisions he may 
regard as an invasion of his rights as an 
individual. He may be inclined to believe 
that requirements, such as those concern- 
ing the keeping of adequate records, ap- 
ply to “big business” rather than to him. 


The second characteristic is the absence 
of a specialized staff. In particular, this 
means that the small business man is 
frequently unable to afford to employ 
persons capable of keeping proper ac- 
counting records or of advising him of the 
tax consequences of business trans- 
actions. A complete set of balancing 
books, and, in manufacturing industries, 
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procedures for valuing inventories, may 
be lacking. 

These characteristics bring into view 
a number of accounting principles and 
practices which present special problems 
in this circumstance. 


The Cash versus the Accrual 
Basis of Accounting 

There are four main points of differ- 
ence between these two bases of account- 
ing. To put it another way, there are 
four kinds of accounts which will appear 
in an accrual basis set of books that will 
not be seen in those kept on a cash basis. 
They may be listed as follows: 

a) Accounts receivable 

b) Accounts payable 

c) Inventories 

d) Accruals and deferrals 


Concerning the first of these items, the 
point is that in the case of a set of books 
carried on the cash basis, no income is 
recognized until the actual cash has been 
received. When a sale on credit is made, 
no entry is made. The invoice is simply 
filed as a memorandum record. On the 
accrual basis, when the sale on credit is 
consummated, an entry is made debiting 
accounts receivable and crediting sales, 
an income account. In the latter case, 
income is recognized even though the 
cash has not yet been received. 


The same procedure applies to accounts 
payable. On the cash basis, no entry is 
made upon receipt of an invoice for ma- 
terials purchased or services rendered. 
The invoice is filed as a memorandum. 
Entry is made only when the bill is paid. 
On the accrual basis, on the other hand, 
entry is made at the time of receiving the 
invoice, recognizing that the liability has 
been incurred, and that the expense or 
the purchase is to be charged to the 
present period and not to some future 
period in which the bill may be paid in 
cash. 


The existing inventories are not recog- 
nized under the cash basis of accounting. 
Whatever is bought within the period 
automatically constitutes the cost of 


sales. On the accrual basis, and possibly 
this may be an over-simplification, the 
cost of sales is computed by adding to 
the costs of merchandise purchased dur- 
ing the period the cost of the goods on 
hand at the beginning of the period and 
subtracting therefrom the value of goods 
on hand at the end of the period. Thus, 
the cost of the merchandise actually sold 
is determined. 


The entire purpose of the accrual sys- 
tem of accounting is the proper matching 
of income and outgo. It is an attempt 
to assign income to the period in which 
it is earned and to deduct therefrom the 
costs and expenses incurred in the pro- 
cess. This may be illustrated by refer- 
ence to one example of the last item 
enumerated, that of accruals and defer- 
rals. Payroll taxes on wages paid dur- 
ing a current month, for example, are 
paid at some later date. Under the 
accrual basis of accounting, such taxes 
are charged during the current month, 
instead of waiting to charge them as an 
expense in the month in which they are 
paid in cash. 


Accounting for Fixed Assets 
Fixed assets represent those appur- 
tenances which the business man expects 
to use in the conduct of his business over 
an extended period of time. Land, build- 
ings, machinery, delivery equipment, 
counters, cash registers and the like are 
examples. The first need is for the proper 
accumulation of the costs of such assets. 
The second need is for distinguishing 
between which expenses in connection 
with these assets should be charged as 
current expense, and those which should 
be capitalized. For example, the over- 
haul of a delivery truck should ordinarily 
be charged to the capital account, rather 
than current expense since it will tend to 
lengthen the life of the truck. A third 
requirement applicable to accounting for 
final assets, with the exception of land, 
is making provisions for depreciation. 
The Internal Revenue Code provides: 
“There shall be allowed as deduc- 


tions a reasonable allowance for the 
exhaustion, wear and tear (including a 
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reasonable allowance for obsolescence) they relate to the record keeping respon- 
—(1) of property used in the trade or  gibilities of the small business man is of 


an section wi Geen held for importance. The basic requirements may 
, be listed as follows: 


To be allowed, this deduction must be a 
matter of record. “The net income shall be computed 
upon the basis of the taxpayer’s — 
: accounting period (fiscal year or calen- 
Single Entry versus Double Entry dar year, as the case may be) in 
Accounting accordance with the accounting regu- 

Modern accounting practice implies the larly employed in keeping the books 


of such taxpayer; but if no such method 
use of a double entry system of account- of ronan has been so employed, 


ing, whereby each transaction is recorded of if the method employed does not 
in terms of equal debits and credits. Such clearly reflect the income, the compu- 
a self-balancing system gives at least a tation shall be made in accordance with 
partial check on accuracy. It provides a such method as in the opinion of the 


Commissioner does clearly reflect the 


classification of accounts which gives in- income. If the taxpayer’s annual ac- 
formation as to not only the assets, lia- counting period is other than a fiscal 
bilities and net worth of a business, but year as defined in section 48 or if the 
also concerning the sources of income and taxpayer has no annual accounting 

di With th d period or does not keep books, the net 
expenditure. Wi e present day accent income shall be computed on the basis 
on the value of the income statement, of the calendar year.”’4 


as opposed to the former emphasis on 


“R ds. By T: . E - 
the balance sheet, the double entry sys- we tye gpl og tlhe 20) 


son liable to any tax imposed by this 


tem is an indispensable tool of business chapter or for the collection thereof, 
enterprise. shall keep such records, render under 
This v brief di F t ti oath such statements, make such re- 
ee ee eee Seen On Seen eney turns, and comply with such rules and 
principles and practices was designed to regulations as the Commissioner, with 
accomplish two objectives. In the first the approval of the Secretary, may 
place it was meant to provide back- from time to time prescribe.”5 
ground for the following discussion of “Inventories. Whenever in the opin- 
the accounting requirements laid down in ion of the Commissioner the use of 
the Internal Revenue Code. inventories is necessary in order clearly 


; ere to determine the income of any tax- 
In the second place, it was to highlight payer, inventories shall be taken by 


the accounting problems faced by the such taxpayer upon such basis as the 
small business man of today. For the Commissioner, with the approval of 
problems of the small business differ the Secretary, may prescribe as con- 


forming as nearly as may be to the 


from those of the large scale enterprise best accounting practice in the trade 
only in degree. Fundamentally, they are or business and as most clearly reflect- 
the same. The difference lies in the fact ing income.’’6 
that frequently the small business is not “Failure to File Returns, Submit In- 
equipped to meet the responsibility. This, formation, or Pay Estimated Tax or 
in turn, may imply a failure to recognize Tax. Any person required under this 
the problems, as well as an inability to chapter to pay any estimated tax or 
di tes canebins 68 nas tenis tax, or required by law or regulation 
mance: P made under authority thereof to make 
to provide the answers. a return or declaration, keep any rec- 
ords, or supply any information, for 
RECORDS REQUIRED OF the purposes = the pry rina 
SMALL BUSINESS assessment, or co ection 0 any esti- 
mated tax or tax imposed by this chap- 
An examination of the various provi- ter, who willfully fails to pay such esti- 


sions of the Internal Revenue Code as 


4Ibid., Section 41—General Rule. 


38U. S. Internal Revenue Code, Section 5Ibid., Section 54(a). 
23(1). 6Ibid., Section 22(c). 
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mated tax or tax, make such return or 
declaration, keep such records, or sup- 
ply such information, at the time or 
times required by law or regulations, 
shall, in addition to other penalties pro- 
vided by law, be guilty of a misde- 
meanor and, upon conviction thereof, 
be fined not more than $10,000.00, or 
imprisoned for not more than one year, 
or both, together with the costs of 
prosecution.”’? 


“Approved standard methods of ac- 
counting will ordinarily be regarded as 
clearly reflecting income. A method 
of accounting will not, however, be 
regarded as clearly reflecting income 
unless all items of gross income and 
all deductions are treated with reason- 
able consistency. .. All items of gross 
income shall be included in the gross 
income for the taxable year in which 
they are received by the taxpayer, and 
deductions taken accordingly unless in 
order clearly to reflect income such 
amounts are to be properly accounted 
for as of a different period. . . For in- 
stance, in any case in which it is neces- 
sary to use an inventory, no method 
of accounting in regard to purchases 
and sales will correctly reflect income 
except an accrual method. . .’’8 


“It is recognized that no uniform 
method of accounting can be prescribed 
for all taxpayers, and the law contem- 
plates that each taxpayer shall adopt 
such forms and systems of accounting 
as are in his judgment best suited to 
his purpose. Each taxpayer is required 
by law to make a return of his true 
income. He must, therefore, maintain 


such accounting as will enable him to 
MOTBO: sa... 


“(1) In all cases in which the pro- 
duction, purchase, or sale of merchan- 
dise of any kind is an income-producing 
factor, inventories of the merchandise 
on hand (including finished goods, work 
in process, raw materials, and _ sup- 
plies) should be taken at the beginning 
and end of the year and used in com- 
puting the net income of the year... 


“(2) Expenditures made during the 
year should be properly classified as 
between capital and expense; that is 
to say, expenditures for items of plant, 
equipment, etc., which have a useful 
life extending substantially beyond the 
year should be charged to a capital 


TIbid., Section 145(a). 


8U. S. Treasury, Income Tax Regulations 
118, Section 39 :41-2. 


account and not to an expense account; 
and 


“(3) In any case in which the cost 
of capital assets is being recovered 
through deductions for wear and tear, 
depletion, or obsolescence, and expendi- 
ture (other than ordinary repairs) 
made to restore the property or pro- 
long its useful life should be added to 
the property account or charged against 
the appropriate reserve and not to 
current expense.”9 


Adequacy of Records 


With these provisions of the law in 
mind, it may now be reasonable to ask 
under what circumstances the adequacy 
of the accounting records may be ques- 
tioned. One basis for such question may 
be an uncertainty as to the accounting 
method being employed. An accounting 
system, purporting to be on the accrual 
basis, may omit obvious items of accrual 
or deferral. In other instances, sales on 
credit may be recorded as income whereas 
items of expense or of purchases of 
merchandise may not be recorded until 
the cash payments have been made. Rec- 
ords may be built primarily on the basis 
of check stubs and deposits in the bank. 
Depreciation may not be made a matter 
of record in the books of account. Where 
such circumstances exist, it is obvious 
that there may well be doubt as to 
whether books are being kept on a cash 
or an accrual basis. In this connection 
where inventories are a factor materially 
affecting profit, the accrual system of 
accounting is required to be used. 


Another question that may arise is 
that of consistency. The Internal Revenue 
Service may forgive a great many sins 
of omission or commission so long as 
accounting practices are consistent. 
When methods of inventory valuation are 
changed from year to year; when depre- 
ciation rates are arbitrarily altered; when 
an item is accrued one year and omitted 
the following period; or where year-end 
sales or purchases may or may not be 
accrued according to circumstances, then 
but one conclusion may be drawn. That 


9Ibid., Section 39 :41-3. 
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conclusion is to the effect that the con- 
cern is not following a consistent ac- 
counting policy, but rather, one of 
expediency. Consistency must be a guid- 
ing principle.1° 


Lastly, the Commissioner may believe 
that the correct net income is not being 
shown. The cash basis may be employed 
where the accrual method is obviously 
required. Check stubs, memoranda, and 
other odd items of records may be sub- 
stituted for formal books of account. Im- 
proper methods of inventory valuation 
or of depreciation determination may be 
used. Whatever the reason or reasons 
may be, the Commissioner in many cases 
may decide that the records do not cor- 
rectly reflect the true net income of the 
concern. 


One of the major objectives in filing a 
tax return is to set forth the data in such 
form, manner, detail, accuracy and com- 
pleteness that it will properly meet the 
requirements of a detailed review and 
examination. A correct return obviously 
depends upon the existence of reasonably 
accurate records, and, in case of review, 
those records are necessary to the sub- 
stantiation of the taxable net income 
reported. 


Formality of Records 


These considerations logically bring up 
the question of just what kinds of rec- 
ords are necessary for income tax pur- 
poses. As a general tenet, it seems rea- 
sonable to suggest that a system of 
double entry accounting is a necessity. 
Such a system provides a check on arith- 
metic accuracy. It implies a classifica- 
tion of accounts as between assets, lia- 
bilities, net worth, income, cost and ex- 
pense, and, therefore, provides the infor- 
mation necessary to the devising of an 
income statement and a balance sheet. It 
requires a journal or journals, books of 
original entry, in which transactions are 
recorded: in order of occurrence, and a 
ledger to which postings therefrom are 
made in order to reflect the balances in 


10Ibid., Section 39 :41-2. 


the various items of assets, income, etc. 
in such manner that they will in due pro- 
cess reflect the net income of the busi- 
ness and the change in net worth 
consequent to the transactions of the 
period. The day in which the contents of 
the cash register at the beginning of the 
week were subtracted from those at the 
end of the week in order to determine 
the week’s income are gone once and for 
all. 


Without becoming enmeshed in a wel- 
ter of detail, there is one other point 
which should be stressed. The point con- 
cerns the retention of original documents. 
Payroll data, for example, must be 
retained for a period of at least four 
years. Cancelled checks, invoices to cus- 
tomers, invoices from suppliers, notes 
payable cancelled, and all such original 
“pieces of paper” should be filed, main- 
tained and kept as the supporting evi- 
dence of the correctness of the accounting 
records. To cite an example, one may 
point to the usual rule, subject to a num- 
ber of exceptions, that a tax return may 
be reviewed only within the first three 
years after the due date. However, in 
order to validate the deduction for depre- 
ciation of an item of machinery, it may 
be necessary to go back many years in 
order to show the cost basis upon which 
that deduction was claimed. 


The case of Louis M. Brooks vs. Com- 
missioner of Internal Revenue,!! may 
serve to illustrate the types of problems 
which arises where the adequacy of the 
records is questioned, and also to indi- 
cate the attitude of the courts. 


Findings of Fact 


The following is a summary of the 
findings of fact in the case cited above. 
The petitioner is an individual. His 
returns for years prior to 1940 were 
filed on the calendar year basis. In Sep- 
tember 1940 he applied for permission to 
change from the calendar year to a fiscal 
year ending October 31, effective October 
81, 1940. Permission was granted but it 


11 6, T.C., p. 504. 
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was “conditioned upon the maintenance 
of books of account or other competent 
records accurately reflecting his income 
from all business and other sources on 
the basis of the full fiscal year ending 
October 31.” 


The petitioner filed income returns for 
ten months ending October 31, 1940 and 
for twelve months ending October 31, 
1941. The latter return was filed with the 
Collector of Internal Revenue for the 
District of Connecticut. Returns were 
filed on the cash basis. Analysis of the 
return revealed certain deficiencies. The 
Commissioner, in determining these defi- 
ciencies, computed the income for both 
periods and explained that such was re- 
quired by section 41 of the Code since 
the petitioner did not keep books. 

The decision made by the Commissioner 
was based on the following facts. It was 
found that the petitioner, upon receiving 
a dividend, wrote a notation on a piece 
of paper showing the date and amount of 
the dividend. Usually he made this nota- 
tion either on the envelope in which the 
dividend had been mailed to him or upon 
some paper enclosed with the dividend, 
showing the name of the payor company. 
He then placed this paper in a file which 
he kept. If he received a check for inter- 
est or some other item with a statement 
attached, he placed the statement in the 
file. He also filed brokerage receipts for 
bond coupons which he turned over to 
broker. If he sold any security during 
the year, he filed the broker’s memor- 
andum showing the details of the sale 
and attached to that memorandum 
another broker’s memorandum = show- 
ing the details of the purchase of 
stock, if any. He also placed in the 
file pencil memoranda to show expen- 
ditures for repairs to property which he 
rented to others. The petitioner received 
checks for oil royalties with a statement 
attached. He placed these statements in 
the file. If he made a contribution of any 
kind, he placed a receipt or some nota- 
tion of the contribution, showing the date, 
the amount, and the recipient, in the file. 
He also filed receipts for taxes paid. All 
of the above items and some others were 


filed in chronological order without being 
separated into any classifications. 


It had been his custom, in filing his 
income tax returns, to add separately the 
dividends, interest, oil royalties and other 
items of income, as well as contributions, 
taxes, and other deductions, to make a 
statement showing those totals and to 
send that statement to an accountant in 
another city who made up his return. 

The accountant sorted the memoran- 
dum records into groups, that is, he put 
all the notations referring to dividends 
together, and all the notations referring 
to interest together, ete. He numbered 
some of the papers. He then made some 
entries on loose leaf pages which he in- 
corporated into a binder entitled, “Louis 
M. Brooks, Ledger.” He also prepared 
the petitioner’s tax return. 


One of the pages for the ten month 
period ended October 31, 1940 was en- 
titled, “Income from Dividends Received.” 
On that page were listed the names of 
a dozen or so companies. Opposite each 
name there was a reference, by number, 
to one of the pieces of paper on file, fol- 
lowed by the amounts received during 
the year from that source. The right 
hand column was added and below the 
entries a red line had been drawn across 
the page. The total of the dividends was 
reported on the income tax return. 


There were similar pages entitled, 
“Income from Interest from Banks and 
Mortgages,” “Income from Interest on 
Bonds,” and others. However, not all en- 
tries were supported by notations in the 
file kept by the petitioner. References 
were not shown for all of the entries for 
the ten month period ended October 31, 
1940. 


It did not appear that the petitioner 
ever saw or referred to this so-called led- 
ger nor that any use was ever made of it 
except as the accountant may have used 
it in making up the petitioner’s income 
tax return for each period. It did not 
contain any capital accounts nor any 
other accounts for the period there in 
controversy except those mentioned 
above. The entries on the pages in the 
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book were made by an accountant at the 
latter’s office. 


In his opinion Judge Murdock stated: 
“Section 41 of the Internal Revenue 
Code provides in part that if a taxpayer 
does not keep books, the net income 
shall be computed on the basis of the 
calendar year.” The opinion continued 
by pointing out that the Commissioner, 
by his letter granting permission to this 
petitioner to file returns for fiscal years 
ending October 31 upon condition that 
he maintain books of account “or other 
competent records accurately reflecting 
his income” from all sources, could not 
waive or modify the statutory require- 
ments. The parties recognized this. They 
differed only on the question of whether 
or not the petitioner kept books within 
the meaning of Section 41. The petitioner 
contended that the file and the ledger 
constituted books kept by him. 


The use of the calendar year for mak- 
ing returns antedates the use of fiscal 
year periods. Congress, as subsequent 
acts were passed, permitted more and 
more classes of taxpayers to use the 
fiscal year, but always upon fulfillment 
of certain conditions, one of which was 
the keeping of books. The reason, neces- 
sity, or justification for this requirement 
of keeping books may not be too obvious, 
but the requirement clearly appears in 
the law and must be given effect. 


The statement of an all-inclusive defi- 
nition of the words “keep books” as used 
in Section 41 may be different. Book- 
keeping is usually understood as_ the 
recording of business transactions in 
books of account. Bookkeeping is defined 
as: “The art, method, or practice of 
recording business transactions distinctly 
and systematically in blank books pro- 
vided for the purpose so as to show the 
goods and moneys received, disposed of, 
and on hand, the credits given, and the 
assets, liabilities, and general status of 
the business, person, or house.” The 
judge continued, “We have therefore held 
that informal records such as check stubs, 
rent receipts, and dividend statements are 
not books within the requirement of Sec- 


tion 41, I.R.C.” The slips of paper which 
the petitioner kept on a file were merely 
informal records and the complete file 
did not therefore constitute a book within 
the meaning of Section 41. 


The Judge further said, much infor- 
mation which the Commissioner, if he 
attempted an audit, would no doubt want 
to have in order to verify the correctness 
of the petitioner’s return could not be 
obtained from the file. For example, he 
would have no way of determining from 
the file the amount of depreciation to 
which the petitioner might be entitled. 
Without knowing how many shares of 
stock the petitioner held and for what 
period of the year he held them, the Com- 
missioner would not be able to tell 
whether or not the dividends were cor- 
rectly reported. These and other diffi- 
culties would be present just the same 
if a calendar year were used. Neverthe- 
less, placing the pieces of paper on the 
file from day to day was not keeping 
books within the meaning of Section 41 
to justify the use of a period other than 
the calendar year for reporting income. 


The so-called ledger which the petition- 
er’s accountant prepared from the file 
did not justify the petitioner’s use of a 
fiscal period ending October 31. A ledger 
is not a book of original entry. One of 
its purposes is to classify and summarize 
entries found in a book of 6riginal entry. 
A bookkeeping system usually includes a 
ledger, but in and of itself, ad ledger 
does not constitute keeping books within 
the meaning of Section 41. One of the 
pages showed the petitioner’s distributive 
share of the net income of a partner- 
ship of which he was a member, whereas 
the file contained no reference to that 
item, but otherwise, these pages did not 
make up any of the deficiencies of the 
file itself. The only purpose back of the 
preparation of the _ so-called ledger 
sheets so far as the record shows, was 
to do something to comply with the con- 
dition under which the Commissioner 
granted the petitioner permission to 
change to a fiscal period for filing tax 
returns. It does not appear that the 
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ledger was ever used for any purpose. 
The evidence rather indicates that the 
petitioner never had possession of it nor 
paid any attention to it and that it was 
at all times in the possession of the 
accountant. The accountant was not 
regularly employed by the petitioner but 
simply assisted him in tax matters. The 
Judge contended that the petitioner did 
not keep books as required by Section 
41 and, therefore, did not have a right 
under the statute to report his income 
on the basis of a fiscal year ending Oc- 
tober 31. 


The main thing to be gleaned from the 
case just cited would seem to be the 
insistence upon the maintenance of a full 
and complete, and by obvious inference, 
a balancing set of books. One must note 
the reference to the use of both ledger 
and journal; the statement that receipts 
and disbursements should actually be 
entered on such a set of books; that all 
items of assets, liabilities, therefore, of 
necessity, net worth, be shown therein. 
Clearly, informal records, such as check 
stubs, various memoranda, etc., cannot 
constitute adequate records. 


The same line of reasoning is revealed 
in the case of Max H. Stryker vs. Com- 
missioner of Internal Revenue.'!2 To 
quote from the opinion. 


“The petitioner and two others en- 
tered into a partnership on February 
1, 1931. The partnership was known 
as the First National Institute of Violin. 
The partnership opened and regularly 
kept a set of books of account on the 
basis of a fiscal year ending January 
31. The books of a partnership are 
not for income tax purposes, the books 
of the individual taxpayers making up 
the partnership. The petitioner re- 
ported his income on the cash receipts 
and disbursements calendar year basis. 
His only records were check stubs, rent 
receipts, and dividend statements. Such 
informal records are not regular books 
of account. . . They are not “books” 
within the meaning of that term as 
used in Section 41 of the Revenue Act 
of 19382. 


“The first fiscal year of the partner- 


12Max H. Stryker Vs. Commissioner of In- 
ternal Revenue, 36 B. T. A. 326. 


ship ended on January 31, 1932. Thus 
the petitioner was required to report 
his distributive share of the partner- 
ship income for that period in his in- 
come tax return for the calendar year 
1932. . . He wanted to find some way 
to report his partnership income more 
promptly after the close of the part- 
nership year. He was advised to apply 
for permission to use a fiscal year 
conciding with that of the partnership. 
He asked and was granted permission 
to make the change beginning in 1933. 
The result was a peculiar hardship on 
the taxpayer because of the effect of 
Section 41. He then filed an amended 
return on the calendar year basis. 


“The permission to change to a fiscal 
year was apparently granted under the 
misapprehension that the petitioner 
kept books of account and would make 
the necessary changes in those books. . 
Section 41 states the general rule in 
regard to accounting periods and meth- 
ods of accounting. 

“Tf no regular books of account are 
kept, the calendar year must be used 
as the basis of reporting income. . . 
Informal records are not sufficient 
justification for the use of a fiscal 
year. The Commissioner could not, if 
he would, authorize violation of the 
statutory provision that if the tax- 
payer does not keep books the net 
income shall be computed on the basis 
of the calendar year. . . He does not 
contend to the contrary. 

“This taxpayer kept no books and was 
required by statute to report on the 
calendar year basis. Consequently the 
one month was not a taxable year and 


there could be no deficiency for that 
period. . .” 


As in the preceding case, the emphasis 
here is on the fact that a miscellany of 
informal records does not constitute the 
keeping of books. While the opinion in 
this case does not go so far in stating 
the requirements of “keeping books” as 
did the Brooks case, the same trend of 
thought is readily recognizable. 


Another case in point is that of Fair- 
man versus Commissioner.!3 In the course 
of an audit, the Commissioner deter- 
mined that the petitioner’s books did not 
correctly reflect profit from his store and, 
under Section 41, recomputed the profits 


138T. C. Dee. 16.538 memo, (1949). 
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by taking 25 percent of gross sales and 
making various other adjustments. 


The court pointed out that a presump- 
tion of correctness was accorded to the 
findings of the respondent and that the 
burden of proof of error lay with the 
petitioner. Thus, since the Commissioner 
had determined that the books did not 
clearly reflect net income, the petitioner 
undertook to prove the contrary. The 
court stated that this end could best have 
been served by the submission of sup- 
porting data in order to test the records. 
Such data should have consisted of in- 
voices, cancelled checks, vouchers, etc. 
The petitioner submitted no such data, 
stating that such records had inadver- 
tently been lost or burned. Refusing to 
accept the validity of this explanation, 
the court held that the record was so 
scanty and lacking in conviction that it 
could not possibly hold that the Com- 
missioner had erred in redetermining the 
income. 


It is to be noted that in this case the 
question of the existence of a set of 
books was not brought up. Rather, the 
question here was the existence of the 
supporting data to lend credence to writ- 
ten records and provide a means of proof 
in an audit. The case serves to point out 
the necessity for retaining those original 
papers relating to business transactions, 
those documents which give rise to 
entries on the books of account. Only 
the retention of such vouchers will serve 
to provide the evidence supporting the 
accuracy of the formal records and pro- 
vide the means for making an audit. 


Methods of Determining 
Net Income 


In cases where the records are deter- 
mined to be inadequate, the Commis- 
sioner has the right to redetermine the 
income by whatever method he may deem 
to be correct. To quote from the Regu- 
lations: “If the taxpayer does not regu- 
larly employ a method of accounting 
which clearly reflects his income, the 
computation shall be made in such man- 
ner as in the opinion of the Commissioner 


clearly reflects it.’’14 


Furthermore, it is important to take 
into account that where a redetermination 
of income has been made by the Com- 
missioner, the courts accord that deter- 
mination a presumption of correctness 
and the burden of proof lies upon the 
taxpayer to prove that the determina- 
tion is in error. The Tax Court Rules of 
Practice, for example, state that: “The 
burden of proof shall be upon the peti- 
tioner, except as otherwise provided by 
statue, and except that in respect of new 
matter pleaded in his answer, it shall be 
upon the respondent.”!5 It is obvious that 
this places a very heavy burden upon the 
taxpayer whose records have been found 
not to reflect income clearly and whose 
income subject to tax has, as a conse- 
quence, been redetermined by the Com- 
missioner. It must be pointed out, how- 
ever, that the presumption may be 
rebutted. 


One method that may be used in order 
to redetermine the income of the tax- 
payer is the percentage method. Based 
upon statistical analyses of various busi- 
nesses the Treasury Department has 
derived various percentages of profit 
according to the type of concern. In the 
Fairman case, for example, profits were 
recomputed by taking 25 percent of gross 
sales and making various other adjust- 
ments. As may be recalled, in that case 
the petitioner failed to produce the 
proper supporting data and the income 
as determined by the Commissioner by 
this method was upheld. 


A second method that may be used for 
the redetermination of income by the 
Commissioner is that of the bank deposit. 
Here, bank deposits are considered to 
represent income and then deduction is 
allowed for such items as may be shown 
to represent ordinary and necessary ex- 
penses of business, business losses, or 
other items deductible according to law. 

There is a rather unsual case illus- 





14U. S. Treasury, Income Tax Regulations 
118, Section 29 :41-1. 

15U. S. Tax Court, Tax Court Rules of 
Practice, Rule 32. 
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trating the application of this method of 
redetermination, in which the Commis- 
sioner lost the case. This was the case of 
William Neth versus Commissioner of 
Internal Revenue.!6 The opinion ran as 
follows: 


“Respondent states the issue thus: 
‘Did the books and records of petitioner 
clearly reflect the net income of peti- 
tioner during the calendar years 1944 
and 1945?’ Petitioner’s statement of 
the issue is ‘whether or not the peti- 
tioner had income in the tax years 
involved other than that reported in 
his income tax returns.’ 


“Petitioner’s statement is the more 
accurate. Petitioner’s books did not 
purpose to cover his investment or 
rental] affairs. 


“Having heard the explanation of 
both petitioner and his wife of how 
they lived, worked, saved and invested, 
being convinced by their demeanor on 
the stand of the truth of the story as 
told, and having tested the mathematics 
of their explanation that the large 
deposits and expenditures were taken 
from past savings hidden in their home, 
we are convinced that petitioner’s 
books were accurate insofar as they 
went and that the returns filed by 
petitioner for the taxable years accu- 
rately reflected his total income.” 


A third method for the redetermination 
of income frequently used by the Com- 


16Dec. 16.796 Memo. (1949). 


missioner is the one which depends upon 
the determination of an increase in net 
worth. According to this method, if the 
net worth of the individual has increased 
by amounts in excess of reported income 
less taxes, and cannot be satisfactorily 
accounted for as stemming from non- 
taxable income, then that part that can- 
not be accounted for is considered to be 
taxable income. While rebuttable, the 
same presumption as to the accuracy of 
the Commissioner’s determination applies 
with respect to the use of this method 
as it does to the others. 


CONCLUSION 

The small business man who, upon re- 
view of his returns by the Internal 
Revenue Service, is said to be keeping an 
inadequate set of records finds himself 
subject to the imposition of deficiencies 
in tax, along with interest and various 
possible penalties. Further, upon taking 
his case to court, he finds that there is a 
presumption that the Commissioner’s 
determination of income is correct, and 
that it is therefore incumbent upon him 
to prove the Commissioner in error. From 
all this discussion one vital conclusion 
would appear to be warranted. Regard- 
less of the size of the business, the so- 
called small business man cannot afford 
to be without an adequate accounting 
system. 





Philadelphia Business Index 


The September 1950 issue of the Bul- 
letin presented a new index of general 
business conditions in the City of Phila- 
delphia. This series, prepared and since 
maintained by Robert T. Kline, was de- 
signed to reflect economic activity 
exclusively within the boundary of the 
city of Philadelphia. It was originally 
based upon a combination of statistical 
data representing (1) industrial electric 
power sales; (2) indexes of employment 
and employee-hours; (3) department 
store sales!; (4) bank debits?; and (5) 
total construction. Because the method 
of reporting certain data is under re- 
vision by the originating agencies, the 
change in average weekly hours worked 
and the monthly change in total employ- 
ment in the Philadelphia metropolitan 
area, both prepared by the Pennsylvania 
Bureau of Employment Security, have 
been substituted for (2) above. This is 
a temporary expedient to maintain con- 


1The revised index of Department Store 
Sales, published Ne A the Federal Reserve 
Bank of Philadelphia, has been used in the 
composite index since October, 1951. 

2The revised Wholesale Price Index, all 
commodities, published by the BLS, is used 
beginning January, 1952 as a deflationary 
index for the Bank Debit Series. 


tinuity of the index. The original data 
series will be restored after revision. 

The following table presents the index 
for the years 1939 through 1953 and by 
month from March, 1953.3 








Index of General Business Conditions, 
City of Philadelphia, 1947=100 





1953 
Year Index Month Index 
1939 73 Mar. 119.5 
1940 Te Apr. 118.5 
1941 96 May 124.0 
1942 99 June 119.7 
1943 106 July 120.6 
1944 106 Aug. 119.5 
1945 98 Sept. 118.8 
1946 100 Oct. 118.5 
1947 100 Nov. 118.5 
1948 103 Dec. 115.5 
1949 97 
1950 108 1954 
1951 111 Jan. 115.6p 
1952 111 Feb. 114.5e 
1953 119 


p=preliminary 
e=estimated 








8Kline, Robert T., “A Measurement of 
General Business Conditions in the City of 
Philadelphia.” Economics and _ Business 
Bulletin, School of Business and Public Ad- 
ministration, Temple University, Philadel- 
phia, Pa., September, 1950, pp. 33-40, 














